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Meaning

Module 1
Introduction to Management Accounting

It is the process of identification, measurement, accumulation, analysis, preparation, interpretation and communication of financial information used by management to plan, evaluate and control within an organization and to ensure appropriate use of and accountability for is resources.
Management Accounting also comprises the preparation of financial reports for non- managementgroups such as shareholders, creditors, regulatory agencies and tax authorities. (Robert E. Malcolm)
Of course this definition will be difficult to swallow and regurgitation of it in an exam will only prove that you had time to cram a paragraph. Have you gotten the underlying concept?
With relevance to a CIMA definition, the above is broken down to facilitate its understanding.

Management is concerned with identifying, presenting and interpretation of information used for:
· Formulating strategy
· Planning and controlling activities
· Decision making
· Optimizing use of resources
· Disclosure to shareholders and others external to the entity
· Disclosure to employees
· Safeguarding assets

Therefore for the above to work, management needs to:
· Formulate plans to meet objectives (Strategy planning)
· Formulate short term operation plans (Budgeting/profit planning)
· Acquire and use finance (financial management) and record transactions (Financial Accounting and Cost Accounting)
· Communicate financial and operating information
· Take corrective action to bring plans and results into line (Financial control)
· Reviewing and reporting on systems and operation (Internal audit)
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organization so that management can more effectively plan, make decision and control operations..
Providing information that is relevant for the intended purpose is a key aspect of the management. It’s what he’s there for. To do this he will, to get data,
· use appropriate techniques
· use appropriate techniques from statistics and operations research
· take into account human element in all activities
· be aware of economic logic in all transactions and activities

· Scope of Management Accounting

1.  Cost Accounting
Cost accounting is the most important accounting technique or it is also considered as the pedestal factor in management accounting as it provides cost analysis tools for a business like the marginal cost, operational cost, inventory costing, budget control, etc. which is required by the business management for drafting and outlining the business needs.

Cost accounting helps to determine the overall budget for any business and also provides different was to estimate and calculate the overall cost of providing the service to the customer. Cost accounting is extremely helpful to the business analyst or the business executives as any activity of the business depends on the cost involved.

2. Financial Accounting
Financial accounting and cost-accounting are two different things. Cost accounting as mentioned in the calculation and analysis of the overall cost of the business process whereas in financial accounting the calculation and analysis of the business transaction are related to expenses, inventory, assets, accountabilities, etc. Financial statements play an important role in financial accounting and they are prepared regularly at the end of every financial year. Financial statements include the balance sheet of the company and total profit or loss earned by the business or the company in the current financial year.

Financial accounting is very important for the financial forecasting of the organization as it gives the overall financial information incurred during the current fiscal year. Financial accounting is also important in terms that it helps the management to operate effectively and to implement coordination among the business processes to execute business planning.

3. Budget and Forecast
Budgeting and forecasting are also included under the scope of management accounting which comprises of budget control and business forecasting trends. The budget control system is based on a financial basis and the performance of the business. Budget control helps to identify and analyze the reasons and weak areas that tend to slow down the coordination and degrade the business performance.

Business forecasting is one of the important functions of management accounting as it gives the vision of the business from the stakeholder’s point of view. Business budget and forecasting define the goals and future plans
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of the business and the possible set of outcomes due to the actions performed which helps to prepare the business for any circumstances.

4. Interpretation of Data
The interpretation of data is defined as the translation of business data into facts and figures which can be easily understood by the business management. The work interpretation is as important as financial statements for the business as it helps to avoid any wrong conclusion about the business data. If the data is not understood and interpreted correctly it can lead to disaster for a business in the market. The data for the current year is interpreted and also compared with the previous data for understanding the growth of the business.

5. Financial Management
Financial management is the management and planning of the financial resources of the business. Raising funds and using the funds wisely is very important for effective financial management in the business. The objective of considering financial management as scope management accounting is to maximize the business profit by using the fund efficiently. Finance was and finance is the most important aspect of any business which flows like blood and without efficient financial management, a business cannot run.

6. Reporting/Management Reporting
Reporting is crucial for any business management. Fetching reports timely is extremely important to the management of business growth and resources. The timely report helps the management in effective decision making and keeps the management ware of the operations going on. The data and reports are present to the management in the form of graphs, charts, and presentations which are easy to understand.

The reports are fetched weekly, monthly, quarterly and yearly as per the business requirement and these reports are extremely helpful while reviewing the business data.

7. Inflation Accounting
Inflation analysis is very important in business and it is defined as the rapid change in the financial results during the changes in the market prices. Inflation accounting constitutes inflation analysis tools which help to identify the causes which result in inflation and helps to eradicate them for better performance.

8. Financial Statement Analysis
As already mentioned in the financial accounting that the financial statements are prepared at the end of every financial year to study and analyze the financial growth of the business. The financial statements give insights into the business and help the business to grow by interpretations and conclusions drawn from the financial statements.

Thus it can be concluded that the scope management accounting analyses the business data and interprets it effectively into understandable form effective business planning and decision making so that the profit can be maximized and resources can be fully utilized.


· Functions of Management Accounting

1. Planning of Accounting Function
An accounting system is maintained in an organization which should cover standards of costs, sales forecast, production planning, profit planning, allocation of resources, capital budgeting and short term and long term financial planning. Moreover, he has to prepare the necessary procedures to implement the plan effectively.
2. Controlling
The management accountant has to measure the actual performance and compare with standard. Based on this comparison, he has to find the differences and interpret the results of operation and submit the same to all levels of management. This is done through appropriate accounting reports for controlling.

3. Reporting
The top management requests the management accountant to prepare the report for the root causes for an unfavorable event or operations. In this report, the accountant can pin point real reasons and the persons who are responsible.

4. Coordinating
He consults all levels of management for framing a policy or an action programme. Such type of consultation brings co-ordination between the accounts department and top management.

5. Interpreting
The accounting information is modified and presented before the management with interpretation. The interpretation is made in different phases. If so, real reasons for the operating results can be understood by the management.

6. Evaluation
He has to evaluate the effectiveness of policies, organization structure and procedures adopted for attaining the objectives. For which, he has to consult the same with functional managers and top executives.

7. Advising
He has to advise the management in order to improve the performance of operations.

8. Administration of Tax
A business organization is liable to pay value added tax, income tax and other taxes to the local government, state government and central government. In this aspect, the management accountant is expected to pay the taxes and maintain the accounting records as the case may be.

9. Government Reporting
He will have to supervise all the statements and returns which are to be submitted to the government periodically within due date.

10. Appraisal of External Effects
There may be changes in the state and central government policy. Sometimes, there may be amendments in the existing laws. These policy changes and amendments have an impact on the attainment of business objectives. The extent of impact has to be assessed by the management accountant.


11. Economic Appraisal
The economic condition of the nation is periodically published by the central government. Now, the management accountant is to make economic appraisal and find the influence of economic condition over the business activities. In this aspect, he can prepare a report and submit before top management along with his/her comments.

12. Protection of Assets
This function is performed through maintenance of separate fixed assets register for each type of fixed assets. Moreover, he can frame the rules and regulation for using each type of fixed assets. He can take insurance coverage to all types of fixed assets.

· Objective of Management Accounting

1. Assisting in the Planning and Formulation of Future Policies

Proper planning, which is the core job of management, is critical to business success. It entails thoroughly examining available data and forecasting based on that data. When the date is placed in the right context, it aids management's ineffective planning.

Management accounting provides costing and statistical data that can be used to set goals and create policies. The financial accountant offers relative numbers from the past and forecasts for the future. These aid management in deciding on courses of action and the company's program of activities. Management accounting aids in planning for a specific objective and overall organization planning.

2. Assisting with the Understanding of Financial Data

Management accounting focuses on analysing and interpreting data, which has opened up new avenues. It is concerned with keeping records of past accomplishments, maintaining values, establishing duties, and providing a foundation for helping future development.

Management accounting delivers accounting information in an understandable style that allows corporate executives, investors, and creditors to analyze and evaluate financial statements. The financial accountant keeps a complete record of all transactions involving the organization's assets, creditors, claims, owners, and equity. For revenues and costs, for example, the management may not have the time to shift through the information presented in its raw form.

3. Assist in Performance Management

Management accounting assists management in directing the organization's destiny by maintaining performance criteria and measuring and estimating deviations from them. Actual performance is measured against approved operating plans, standards, and budgets, which are interpreted and reported to me by department leaders at higher levels. All of this assist's management in maintaining total control of the organization's performance. Management may quickly and successfully delegate authority using cost control strategies and functional control.


4. Assisting with Organization

Marketing management places a premium on budgetary control and marginal costing. Standard costing and a cash flow analysis Internal financial control, for example. All of this necessitates a thorough examination of the organizational structure. It aids in more efficiently streamlining the organizational structure of the commercial concern.

5. Helpful in Resolving Strategic Problems

Decision-making is largely a management activity. Accounting assists managers in making effective business decisions. These decisions may pertain to business expansion, contraction, diversification, or establishing a new line of business. All of these issues are addressed by management accounting. Management accounting uses accessible accounting statistics to solve a variety of management difficulties. Its purpose is to offer vital facts, not to make decisions. It simply informed management and delegated decision-making authority to them.

It develops and exposes various plans comparably and provides insight into the implications for the organization's future. It is up to management to close the best course of the section using the available information provided by management accounting. It is an essential tool for marginal costing, cost volume, profit analysis, standard costing, and capital budgeting and helps managers to make sensible and sound judgments. Management accounting, according to Anthony, is "the application of accounting statistics in the recognition or resolution of management problems."

6. Information Exchange

Accounting is the language used to communicate financial information about an organization and its activities to people who want to put them to good use by interpreting them.

It boosts the company's efficiency and aids management in its goal of increasing profits or minimizing losses. Management accounting is a tool for communicating management plans within a company. It is an essential component of the company's management information system.

7. Assisting in Employee Motivation

Goal setting and good planning, employing a cost-effective strategy and assessing performance go a long way toward enhancing and increasing the organization's effectiveness. As a result, management accounting assists management in encouraging their staff.

8. Coordination Assistance

Management accounting is concerned with the efficiency of the many management phases; it aids in the overall and correct coordination of corporate operations, with budgets serving as the most effective form of coordination. The various plans are based on a budget, a financial statement of plans. Following the planning, the planned operations are directed, coordinating the actions of various departments and units and controlling the operations to meet the desired goals.

Thus, management accounting is a tool whose goal is to extend financial and statistical information to cast light on all aspects of the organization's activities. For this goal, it employs methodologies like as marginal


costing, cost volume profit analysis, standard costing, and capital budgeting, among others, to assist management in making good rational decisions.

· Importance of Management Accounting
 (
1.
 
Helps
 
In Making
 
Plans
Management accounting assists organization in making better plans for future activities. It supplies all financial
 
and
 
non-financial
 
data
 
to
 
management
 
on
 
a
 
regular
 
basis.
 
Managers
 
through
 
the
 
availability
 
of
 
all
 
these
 
information
 
are able
 
to
 
perform better
 
analysis
 
and
 
forecasting
 
which enables
 
them
 
in
 
framing
 
proper plans.
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2.
 
Assist
 
In Decision Making
Efficient
 
decision
 
making
 
is
 
a
 
major
 
role
 
played
 
by
 
management
 
accounting.
 
It
 
collects
 
and
 
analyses
 
all
 
financial
 
information available within organization and present them in simplified charts, tables or graphs. Management
 
gets
 
better
 
understanding regarding
 
organization affairs
 
and
 
is able
 
to
 
take correct
 
decisions at
 
right
 
time.
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3.
 
Measures
 
The
 
Performance
Management accounting monitors and measures the overall performance of organization. It uses various tools
 
like variance analysis which measures the company performance with pre-established standards for finding out
 
the deviations. Managers by identifying all variations in performance of company are able to take corrective
 
measures
 
accordingly for removing them.
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4.
 
Increases
 
The
 
Efficiency
This accounting branch aims at raising the overall efficiency of business organizations. Management accounting
 
sets
 
target
 
for
 
each
 
division
 
in
 
advance
 
and
 
checks
 
whether
 
they
 
fulfill
 
all
 
targets.
 
It
 
ensures
 
that
 
all
 
resources
 
are
 
fully
 
utilized which helps in improving the efficiency.
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5.
 
Better
 
Service
 
To
 
Customers
Management accounting focuses on better service to customers by providing them quality goods at fair prices. It
 
helps in controlling the prices of products by employing cost control devices. In addition to that, it sets various
 
quality
 
standards to be
 
met by organization for producing their
 
goods.
) (
6.
 
Raises
 
The
 
Profitability
It has an efficient role in enhancing the profitability of organizations. It makes companies cost conscious and
 
assist in avoiding all extra expenditures. Management accounting uses techniques such as budgetary control and
 
capital
 
budgeting for reducing the
 
expenses
 
which helps in earning
 
better
 
profits.
) (
7.
 
Provides
 
Reliability
Management
 
accounting
 
adds
 
reliability
 
to
 
management
 
decisions
 
by
 
providing
 
them
 
genuine
 
information.
 
It
 
uses
 
proper scientific tools and techniques for analysis purposes which helps managers in the proper management of
 
business
 
operations.
Role
 
of
 
Management
 
Account
)








· Tools of Management Accounting
The various tools used at present in management accounting may be classified into the following groups.

1. Based on Financial Accounting Information
· Analysis of Financial Statements through Ratio Analysis.
· Analysis of Financial Statements through comparative statements, trend, graph and diagram.
· Fund flow and cash flow analysis.
· Return on capital employed techniques.
2. Based on Cost Accounting Information
· Marginal costing (including cost volume profit analysis).
· Direct or incremental Costing and differential costing.
· Standard Costing.
· Analysis of Cost Variances.
3. Based on Mathematics
· Operations Research.
· Linear Programming.
· Network analysis.
· Queing theory and Games Theory.
· Simulation Theory.
4. Based on Future Information
· Budget and Budgeting.
· Budgetary control: Analysis of Budget Variance / Revenue Variance.
· Business Forecasting.
· Project Appraisal or Evaluation.
5. Miscellaneous Tools
· Managerial Reporting.
· Integrated Auditing.
· Financial Planning.
· Revaluation Accounting.
· Decision making Accounting.
· Management Information System.
Important tools and techniques used in management accounting
Some of the important tools and techniques are briefly explained below.

1. Financial Planning
The main objective of any business organization is maximization of profits. This objective is achieved by making proper or sound financial planning. Hence, financial planning is considered as best tool for achieving business objectives.

2. Financial Statement Analysis
Profit and Loss account and Balance Sheet are important financial statements. These statements are analyzed for different period. This type of analysis helps the management to know the rate of growth of business concern. This analysis is done through comparative financial statements, common size statements and ratio analysis.


3. Cost Accounting
Cost accounting presents cost data in product wise, process wise, department wise, branch wise and the like. These cost data are compared with predetermined one. This comparison of two costs enables the management to decide the reasons responsible for the difference between these costs.
4. Fund Flow Analysis
This analysis find out the movement of fund from one period to another. Moreover, this analysis is very useful to know whether the fund is properly used or not in a year when compared to the previous year. The working capital changes and funds from operation are also find out through this analysis.
5. Cash Flow Analysis
The movement of cash from one period to another can be find out through this analysis. Besides, the reasons for cash balance and changes between two periods are also find out. It studies the cash from operation and the movement of cash in a period.

6. Standard Costing
Standard costing is predetermined cost. It provides a yard stick for measuring actual performance. It is used to find the reasons for the deviations if any.
7. Marginal Costing
Marginal costing technique is used to fix the selling price, selection of best sales mix, best use of scarce raw materials or resources, to take make or buy decision, acceptance or rejection of bulk order and foreign order and the like. This is based on the fixed cost, variable cost and contribution.
8. Budgetary Control
Under Budgetary control techniques, future financial needs are estimated and arranged according to an orderly basis. It is used to control the financial performances of business concern. Business operations are directed in a desired direction.

9. Revaluation Accounting
The fixed assets are revalued as per the revaluation accounting method so that the capital is properly represented with the assets value. It helps to find out the fair return on capital employed.

10. Decision-making Accounting
A business problem can be solved by choosing any one of the best and most profitable alternative. To select such alternative, the relevant costs are compared. Thus, accounting information are used to solve the business problem which are arising out of increasing complexity of nature of business.

11. Management Information System
The free flow communication within the organization is essential for effective functioning of business. Hence, the management can design the system through which every employee of an organization can assess the information and used for discharging their duties and taking quality decisions.

12. Statistical Techniques
There are a lot of statistical techniques used in removing management problems. Methods of least square, regression and quality control etc. are some examples of statistical techniques.

13. Management Reporting
The management accountant is preparing the report on the basis of the contents of profit and loss account and balance sheet and submit the same before the top management. Thus prepared reports disclose the strength and


weakness indifferent areas of operating activities and financial activities. These identification are highly useful to management for exercising control and decision-making.
14. Historical Cost Accounting
It means that costs are recorded after being incurred. This is used for comparing with predetermined costs to evaluate performance.

15. Ratio Analysis
It is used to management in the discharge of its basic functions of forecasting, planning, coordination, communication and control. It paves the way for effective control of business operations by undertaking an appraisal of both the physical and monetary targets.






Module 2 Financial Statement Analysis
Meaning of Financial Statements

Every business concern wants to know the various financial aspects for effective decision making. The preparation of financial statement is required in order to achieve the objectives of the firm as a whole.The term financial statement refers to an organized collection of data on the basis of accounting principlesand conventions to disclose its financial information. Financial statements are broadly grouped in to two statements:
I. Income Statements (Trading, Profit and Loss Account)
II. Balance Sheets

In addition to above financial statements supported by the following statements are prepared to meet the needs of the business concern:
(a) Statement of Retained Earnings
(b) Statement of Changes in Financial Position (cash flow statement) The meaning and importance of the financial statements are as follows :
(1) Income Statements: The term ‘Income Statements’ is also known as Trading, Profit and Loss Account. This is the first stage of preparation of final accounts in accounting cycle. The purpose of preparing Trading, Profit and Loss Accounts to ascertain the Net Profit or Net Loss of a business concern during the accounting period.
(2) Balance Sheet: Balance Sheet may be defined as “a statement of financial position of any economic unit disclosing as at a given moment of time its assets, at cost, depreciated cost, or other indicated value, its liabilities and its ownership equities.” In other words, it is a statement which indicates thefinancial position or soundness of a business concern at a specific period of time. Balance Sheet may also bedescribed as a statement of source and application of funds because it represents the source where the funds.


Statement of Changes in Financial Position: Income Statements and Balance sheet do not disclose the operational efficiency of the concern. In order to measure the operational efficiency of the concern it is essential to identify the movement of working capital or cash inflow or cash outflow of the business concern during the particular period. To highlight the changes of financial position of a particularfirm, the statement is prepared may emphasize of the following aspects :
(c) Fund Flow Statement is prepared to know the changes in the firm’s working capital.

(d) Cash Flow Statement is prepared to understand the changes in the firm’s cash position.

(e) Statement of Changes in Financial Position is used for the changes in the firm’s total financial position.
· Nature of Financial statements
Financial Statements are prepared on the basis of business transactions recorded in the books of Original Entry or Subsidiary Books, Ledger, and Trial Balance. Recording the transactions in the books of primary entry supported by document proofs such as Vouchers, Invoice Note etc.
According to the American Institute of Certified Public Accountants, “Financial Statement reflects a combination of recorded facts, accounting conventions and personal judgments and conventions applied which affect them materially.” It is therefore, nature and accuracy of the data included in the financial statements which are influenced by the following factors :
(1) Recorded Facts.

(2) Generally Accepted Accounting Principles.

(3) Personal Judgments.

(4) Accounting Conventions.

· Objectives of Financial Statements
The following are the important objectives of financial statements :

(1) To provide adequate information about the source of finance and obligations of the finance
To provide reliable information about the financial performance and financial soundness of the concern.

(2) To provide sufficient information about results of operations of business over a period of time.


(3) To provide useful information about the financial conditions of the business and movement of resources in and out of business.
(4) To provide necessary information to enable the users to evaluate the earning performance of resources or managerial performance in forecasting the earning potentialsof business.
· Limitations of Financial Statements
(l) Financial Statements are normally prepared on the basis of accounting principles, conventions and past experiences. Therefore, they do not communicate much about the profitability, solvency, stability, liquidity etc. of the undertakers to the users of the statements.
(2) 	Financial Statements emphasis to disclose only monetary facts, i.e., quantitative information and ignore qualitative information.
(3) Financial Statements disclose only the historical information. It does not consider changes in money value, fluctuations of price level etc. Thus, correct forecasting for future is not possible.
(4) Influences of personal judgments leads to opportunities for manipulation while preparing of financial statements.
(5) Information disclosed by financial statements based on accounting concepts and conventions. It is unrealistic due to difference in terms and conditions and changes in economic situations.
[image: ]Users of financial statements

1) Company management. The management team needs to understand the profitability, liquidity, and cash flows of the organization every month, so that it can make operational and financing decisions about the business.
2) Competitors. Entities competing against a business will attempt to gain access to its financial statements, in order to evaluate its financial condition. The knowledge they gain could alter their competitive strategies.
3) Customers. When a customer is considering which supplier to select for a major contract, it wants to review their financial statements first, in order to judge the financial ability of a supplier to remain in business long enough to provide the goods or services mandated in the contract.
4) Employees. A company may elect to provide its financial statements to employees, along with a detailed explanation of what the documents contain. This can be used to increase


the level of employee involvement in and understanding of the business.

5) Governments. A government in whose jurisdiction a company is located will request financial statements in order to determine whether the business paid the appropriate amount of taxes.
6) Investment analysts. Outside analysts want to see financial statements in order to decide whether they should recommend the company's securities to their clients.
7) Investors. Investors will likely require financial statements to be provided, since they are the owners of the business and want to understand the performance of their investment.
8) Lenders. An entity loaning money to an organization will require financial statements in order to estimate the ability of the borrower to pay back all loaned funds and related interest charges.
9) Rating agencies. A credit rating agency will need to review the financial statements in order to give a credit rating to the company as a whole or to its securities.
10) Suppliers. Suppliers will require financial statements in order to decide whether it is safeto extend credit to a company.
11) Unions. A union needs the financial statements in order to evaluate the ability of a business to pay compensation and benefits to the union members that it represents.


[image: ]Analysis and Interpretations of Financial Statements

Presentation of financial statements is the important part of accounting process. To provide more meaningful information to enable the owners, investors, creditors or users of financial statements to evaluate the operational efficiency of the concern during the particular period. More useful information are required from the financial statements to make the purposeful decisions about the profitability and financial soundness of the concern. In order to fulfil the needs of the above, it is essential to consider analysis and interpretation of financial statements.
[image: ]Meaning of Analysis and Interpretations

The term “Analysis” refers to rearrangement of the data given in the financial statements. In other words, simplification of data by methodical classification of the data given in the financial statements.
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Both analysis and interpretations are closely connected and inter related. They are complementary to each other. Therefore presentation of information becomes more purposeful and meaningful—bothanalysis and interpretations are to be considered.
Metcalf and Tigard have defined financial statement analysis and interpretations as a process of evaluating the relationship between component parts of a financial statement to obtain a better understanding of a firm’s position and performance.
The facts and figures in the financial statements can be transformed into meaningful and useful figures through a process called “Analysis and Interpretations.”
In other words, financial statement analysis and interpretation refer to the process of establishing the meaningful relationship between the items of the two financial statements with the objective of identifying the financial and operational strengths and weaknesses.


[image: ]Techniques of Management Accounting (tools of analysis)
· Vertical form statement
· Comparative financial statement
· Trend percentage
· Common size statement
· Ratio analysis
· Cash flow analysis

1. Vertical form statement
· Vertical analytical balance sheet
· Profit and loss statement(in excel sheet)
2. Comparative financial statement

Under this form of comparative financial statements both the comparative Profit and Loss Account and comparative Balance sheet are covered. Such comparative statements are prepared not only to the comparison of the various figures of two or more periods but also the relationship between various elements embodied in profit and loss account and balance sheet. It enables to measure operational efficiency and financial soundness of the concern for analysis and interpretations. The following
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information may be shown in the comparative statements:


(a) Figures are presented in the comparative statements side by side for two or more years.

(b) Absolute data in money value.

(c) Increase or Decrease between the absolute figures in money value.

(d) Changes or trend in various figures in terms of percentage.
3. Trend percentage


Trend Analysis is one of the important technique which is used for analysis and interpretations of financial statements. While applying this method, it is necessary to select a period for a number of years in order to ascertain the percentage relationship of various items in the financial statements comparing with the items in base year. When a trend is to be determined by applyingthis method, earliest year or first year is taken as the base year. The related items in the base year are taken as 100 and based on this trend percentage of corresponding figures of financial statements in the other years are concluded. This analysis is useful in framing suitable policies and forecasting in future also.

Trend percentage = amount of year under study X 100
amount of base year


4. Common size statement
A common size statement shows the relation of each component to the whole. It is useful in case of a vertical financial analysis and comparison of two business enterprise at a certain date.
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	Vertical Analytical Income Statement

	NO.
	PARTICULARS
	Rs
	Rs

	1
	Gross Sales & Services
	XX
	

	
	less: returns & allowances
	(x)
	

	
	Net Sales
	(A)
	
	XX

	2
	Less: Cost of Goods sold
	
	

	
	a. Opening stock
	XX
	

	
	b. Purchase
	XX
	

	
	c. Direct/ manufacturing/ factory expenses
	XX
	

	
	d. depreciation on Machinery, Factory, Building
	XX
	

	
	Less: Closing stock
	(X)
	

	
	Sale of scrap
	(X)
	

	
	
Cost Of Goods Sold (COGS)	(a+b+c+d)
	
(B)
	
	
XX

	
3
	Gross profit
(A-B)
Less: Operating Expenses
a. Administation Expenses
b. Selling and Distribution Expenses
C. Finance expenses
Total operating Expenses	(except intrest) Operating Profit before interest
Less: interest
Net Profit after intrest Net non operating income
a. Non operating Income
b. Less: Non operating Expenses
Net non operating income Net Profit before Tax (6+7) Less: Income Tax
Net Profit After Tax	(8-9) Add: P&l Account (Balance b/d) Less: Appropriation
Retained Earnings
	





(a+b+c)






(a-b)
	
	
XX

	4
	
	
	
	

	
	
	
	XX
	

	
	
	
	XX
	

	
	
	
	XX
	

	
	
	
	
	XX

	5
	
	
	
	XX

	
	
	
	
	(X)

	6
	
	
	
	XX

	7
	
	
	
	

	
	
	
	XX
	

	
	
	
	(X)
	

	
	
	
	
	XX

	8
	
	
	
	XX

	9
	
	
	
	(X)

	10
	
	
	
	XX

	11
	
	
	
	XX

	12
	
	
	
	(x)

	13
	
	
	
	XX








	Vertical Analytical Balance Sheet Format

	I.
	SOURCES OF FUNDS
	Rs.
	Rs

	1
	OWNER'S FUND
	
	

	A.
	Capital
	
	XX

	B.
	Reserves and surplus
	XX
	

	
	less: Losses and fictitious assets
	(X)
	XX

	
	Own funds or net worth
	
	XX

	2
	Loan Funds
	
	

	A.
	Secured/ long term loans
	XX
	

	B.
	Unsecured loans
	XX
	XX

	
	Owed funds or Loan funds
	
	

	
	Total funds available or Capital Employed (CE)
	
	XX

	
	(Own Funds + Loan Funds)
	
	

	II.
	APPLICATION OF FUNDS
	
	

	1
	Fixed Assets (FA)
	
	

	A.
	Tangible
	XX
	

	B.
	Intangible
	XX
	XX

	2
	Long term or Trade Investments
	
	XX

	3
	Working Capital (WC)
	
	

	A.
	Current assets
	XX
	

	
	less: Current liability
	(X)
	XX

	
	Total funds Used or Capital Employed
	
	XX

	
	Fixed assets + Investments + Working Capital)
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Vertical
 
income
 
statement
 
(detailed)
1.
 
Gross Sales
 
& Services
(revenue
 
from
 
operation)
a.
Cash
b.
 
Credit
2.
 
Returns
 
&
 
Allowances
3.
 
Net
 
sales
4.
 
Less:
 
Cost
 
of
 
Goods
 
Sold
a)
 
Opening
 
stock
 
(RM)
b)
 
Purchases
 
(RM)
c)
 
freight,
 
octroi,
 
Duty
d)
 
Less:
 
Closing
 
stock(RM)
Raw
 
Material
 
Consumed
e) Direct
 
Expenses
i.
 
Factory
 
Power
ii.Wages
iii.
 
Other
 
Manufacturing
 
Expenses
f)
 
Depreciation
i)
 
on
 
Machinery
ii)
 
on
 
Factory
 
Building
iii)on
 
Patterns/Patents
g)
 
Opening
 
Stock
 
:WIP
h)
 
Less:
 
Closing
 
Stock
 
WIP
i)
 
Less:
 
Sale
 
of
 
Scrap
j)
 
Opening
 
Stock
 
(FG)
k)
 
Purchases
 
(FG)
l).
 
Less:
 
Closing
 
stock
 
(FG)
Cost of
 
Goods Sold
5.
 
Gross
 
Profit
6.
 
Less
 
:
 
Operating Expenses
(A)
 
Administration
 
Expenses
a.
Office
 
Salaries
b.
 
Office
 
Rent
 
Rates
 
and
 
Taxes
c.
Insurance
d.
 
Electricity
 
for
 
Office
e.
Printing
 
&
 
Stationery
f.
Depreciation
 
on
 
Office
 
Assets
g.
 
Postage
 
and
 
Telephone
h.
 
Directors fees
i.
Legal
 
Expenses
j.
Audit
 
Fees
k.
 
Repairs
l.
Other
Administration
 
Expenses
 
(total)
)	 (
(B)
 
Selling
 
&
 
Distribution
 
Expenses
a.
Salaries
 
to
 
salesman
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of
 
shop,
 
showroom
c.
Depreciation
 
on
 
Delivery
 
vans
d.
 
Exhibition
 
Trade
 
Fair
e.
Advertisement
 
or
 
Publicity
f.
Travelling/
 
van
 
Expenses
g.
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Discount/
 
Commission
h.
 
Normal
 
Bad
 
Debts
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&
 
Distribution
 
Expenses(total)
(c)Finance
 
Charges
i.
Cash
 
Discount
j.
Bank
 
Charoon
 
/
 
Commision
k.
 
Abnormal
 
Bad
 
debts
Finance
 
Charges(total)
Total
 
Operating
 
Expenses
 
(Except
 
Interest)
7.
 
Operating
 
Profit
 
before
 
Interest
8
 
Less:
 
Interest
 
Paid
a.
Interest
 
on
 
Debentures
 
or
 
Bonds
b.
 
Interest
 
on
 
Loans
c.
interest
 
on Public
 
Deposits
d.
 
Interest
 
on
 
Short
 
Term Loans
Interest Paid
9.
 
Net
 
Profit
 
after
 
Interest
10.
 
Net
 
Non-operating
 
Income
a.
 
Non-operating
 
Income
i.
Dividends
 
on
 
Shares
ii.
 
Interest
 
on
 
Debentures.
 
Loans
 
etc.
 
Of
iii.
 
Profit
 
on
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Fixed
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iv.
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received
v.
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Transfer
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Non-operating
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Expenses
i.
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ii.
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iv.
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11.
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Profit
 
before
 
Tax
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12.
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:
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Tax
13.
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after Tax
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:
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&
 
Loss
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b/d
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Available
 
for
 
Appropriations
15.
 
Less:
 
Appropriations
(a)
 
Sinking
 
Fund
 
/
 
Reserves
(b)
 
Dividends
 
Paid
Appropriations
16.
 
Retained
 
Profits
)
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	Vertical Balance Sheet (Detailed Items)

	I. SOURCES OF FUNDS

	1. Owner's Funds

	A. Capital

	(i) Equity Share Capital / Capital of Proprietor or Partner

	(ii) Preference Share Capital Amount Subscribed / Called-up

	Less : Unpaid Calls Drawings of Proprietor or Partner

	Add : Forfeited Shares / Fresh Capital by Prop. / Partner

	 	Add: Received Against Share Warrants	

	B. Reserves and Surplus

	(i) Capital Reserve

	(ii) Capital Redemption Reserve

	(iii) Share Premium

	(iv) General Reserve

	(V) Other Reserve

	(vi) Profit & Loss A/c - Cr. balance

	(vii) Sinking Fund Other Funds

	  Less :Fund Investment	

	C.Less: Losses & Fictitious Assets

	(i) Profit & LOSS AC - dr balance

	(ii)Misc Expenditure not we off

	(1) Preliminary Expenses

	2. share issue exp

	(3) Discount on issue of shares or debentures

	(4) Deferred Revenue Expenditure

	Net Reserves Surplus (b-c)

	Own Funds or Net Worth (1)

	 ( Capital+ Reserves & Surplus - Losses & Fictitious Assets)	

	2  Loan Funds

	A. Secured Loans / Long Term Borrowings

	(i)Debentures bonds

	(ii) Loan from Banks

	(iii)Loans from Financial Institutions	

	B. Unsecured Loans

	Public Deposits

	Owed Funds (a+ b)

	(Secured Loans + Unsecured loans)

	Total funds Available/ Capital Employed

	(Own Funds + Owed Funds) (1+2)
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· Equations Related To Balance Sheet


1. Own funds + Loan Funds = Fixed assets + Investments + Working Capital (OF + LF = FA + Inv + WC)
2. Total assets =FA+ Inv + CA= TL( total liability)= OF + LF + CL
3. Capital employed = FA + WC = OF+LF
4. Owner’s Fund = TA – CL – LF
5. Owner’s Fund = Capital + Reserves & Surplus – Losses & Fictitious Assets
6. Total owned Funds= Secured Loan + Unsecured Loan
7. Total Funds Available= Own Funds + Owed Funds
8. Fixed Assets = Tangible Assets + Intangible Assets
9. Quick Assets = current Assets – Inventories – Pre-payments
10. Quick Liability = Current Liabilities – Bank Overdraft



[image: ]Equations Related To Profit And Loss Statement


1. Net sales = Gross sales – Returns and Allowances
2. Cost of Goods = Opening stock + Purchase + Direct Expenses + Depreciation – Closing Stock
3. Gross Profit = Net sales – Cost of Goods Sold
4. Operating Expenses = Administration Expenses + Selling Expenses + Finance Charges
5. Net Non operating Income = Non operating income – Non Operating Expenses
6. Net Profit After Tax (NPAT) = Net Profit Before Tax – Income Tax

Questions: Balance Sheet Questions

Q1. Following is the Balance sheet of Kalpesh Ltd.

	Liabilities
	Amount
	Assets
	Amount

	Equity Shares Capital
	3,90,000
	Cash in hand
	15,000

	10% Preference Share Capital
	2,00,000
	Cash at bank
	90,000

	9% Debentures
	2,50,000
	Preliminary Expenses
	20,000

	General Reserves
	60,000
	Goodwill
	1,00,000

	Capital reserves
	50,000
	Building
	3,00,000

	11% Bank Loan
	1,00,000
	Investment ( Long term )
	2,00,000

	Creditors
	1,25,000
	Furniture
	2,50,000

	Bank overdraft
	1,35,000
	Plant and machinery
	3,00,000

	Provision of Tax
	1,40,000
	Debtors
	1,50,000

	OS EXPENSESS
	30,000
	Prepaid expenses
	50,000

	Profit and Loss A/c
	1,40,000
	Stock
	2,00,000

	Depreciation provision
	80,000
	Calls in arrears ( Equity )
	10,000

	
	
	Commission on issue of shares
	15,000

	
	
	
	

	
	17,00,000
	
	17,00,000



Present the above in vertical form and show the following:
1. Net worth
2. Capital Employed
3. Working Capital
4. Borrowed Fund
5. Net Block
6. Fictitious Assets

Q2. The Following items appears in the Financial Statements of M Ltd. As on 31st December 2021.

	Particulars
	Amount
	Particulars
	Amount

	Cash
	45,000
	Land and Building
	8,00,000

	Bills receivable
	60,000
	Stock
	2,75,000

	Creditors
	4,00,000
	Prepaid Expenses
	60,000

	General reserves
	1,00,000
	Debtors
	5,00,000

	Plant and machinery
	5,50,000
	Debentures
	3,00,000

	Bank overdraft
	50,000
	Equity Share Capital
	10,00,000

	Profit and loss A/c ( credit )
	2,25,000
	Proposed Dividend
	90,000

	Long Term Investment
	20,000
	Advance Tax
	1,00,000

	Provision for Tax
	2,00,000
	Bills Payable
	45,000

	Preliminary expenses not yet w/o
	25,000
	Unclaimed Dividend
	25,000


You are required to arrange the above items in the form of a vertical Balance Sheet and determine (a) Current Assets (b) Fixed Assets (c) Current Liabilities (d) Proprietary Fund (e) Quick Assets (f) Quick Liabilities


Q3. From the following information of PARI LTD. prepare a vertical balance sheet for analysis.

	Particulars
	Rs

	current account with Bank of India
	50,000

	Land and building
	8,00,000

	Advance payment
	62,000

	Stock
	2,73,000

	Creditors
	4,06,000

	Debtors
	5,23,000

	Bills receivables
	21,000

	Plant and Machinery
	5,44,000

	12% Debentures
	2,50,000

	Loan from Director
	52,000

	Equity Share capital
	10,00,000

	Profit and loss account
	2,17,000

	Trade Investment
	20,000

	Proposed Dividend
	86,000

	Advance Taxes
	1,00,000

	Provision for Tax
	2,64,000

	Bills Payable
	18,000

	General Reserve
	1,00,000



Q4. The balance sheet of XYZ LTD. is given for the year 2014. Convert them into vertical Balance Sheet.


	Liabilities
	Rs
	Assets
	Rs

	Equity Share Capital
	1,91,000
	Building
	2,00,000

	Capital Reserve
	70,000
	Plant and Machinery
	55,000

	Revenue Reserve and surplus
	30,000
	Furniture
	20,000

	Trade Creditors
	40,000
	Freehold Property
	12,000

	Bills Payable
	60,000
	Goodwill
	30,000

	Bank Overdraft
	80,000
	Cash Balance
	20,000

	Provision
	20,000
	Sundry Debtors
	35,000

	
	
	Inventories
	57,000

	
	
	Investments (Temporary)
	42,000

	
	
	Bills Receivable
	20,000

	Total
	4,91,000
	Total
	4,91,000




Q5. The following is the Balance sheet of ABC Limited as on 31st March 2014 you are required to present in Vertical form.

	Liabilities
	Rs
	Assets
	Rs

	Equity share Capital
	3,00,000
	Goodwill
	80,000

	Reserves and Surplus
	1,50,000
	Land and Building
	1,50,000

	10% Mortgage Debentures
	2,15,000
	Plant and Machinery
	2,00,000

	Sundry Creditors
	1,30,000
	Patent Rights
	21,500

	Bank Overdraft
	40,000
	Stock in Trade
	1,43,500

	Provision for Tax
	35,000
	Sundry Debtors
	2,40,000

	
	
	Cash in Hand
	5,000

	
	
	Cash at Bank
	10,000

	
	
	Preliminary Expenses
	20,000

	
	
	
	

	Total
	8,70,000
	Total
	8,70,000



Revenue Statement Questions
Q6. Profit and Loss account for the year ended 31-3-2019.

	Particulars
	Rs
	Particulars
	Rs

	To opening Stock
	76,250
	By Sales	6,02,350
	

	To purchase
	3,15,250
	less: Returns	10,000
	5,92,350

	To freight and Carriage
	7,000
	By closing stock
	98,500

	To staff Salaries
	20,000
	By interest on Bonds
	1,500

	To Sales salaries
	15,300
	By Dividend On shares
	3,750

	To interest on debentures
	1,200
	By profit on sale of share
	3,900

	To rent
	2,700
	
	

	To Printing and Stationary
	2,500
	
	

	To Advertising
	4,700
	
	

	To sales Discount
	2,400
	
	

	To depreciation
	9,300
	
	

	To Insurance
	1,000
	
	

	To electricity
	350
	
	

	To salesmen's Travelling Expenses
	2,000
	
	

	To Bad debts
	3,400
	
	

	To Telephone Expenses
	750
	
	

	To Legal Charges
	6,400
	
	

	To Directors Fees
	48,000
	
	

	To Loss on sales of Bonds
	3,500
	
	

	To provision for Claim for Damages
	1,650
	
	

	To Net Profit
	1,76,350
	
	

	Total
	7,00,000
	total
	7,00,000



Present the above in Vertical Form suitable for analysis.

Q7. The accountant of a company submits the following financial statements for March 2019.

	Particulars
	Rs
	Particulars
	Rs

	To Opening stock
	35,000
	By Sales
	8,30,000

	To Purchase
	7,50,000
	By Closing Stock
	80,000

	To Gross Profit
	1,25,000
	
	

	
	9,10,000
	
	9,10,000

	To depreciation
	47,000
	By Gross Profit
	

	To Other Expenses
	18,000
	By Interest
	1,25,000

	To Tax provision
	37,000
	
	5,000

	To Proposed Dividend
	20,000
	
	

	To Net Profit
	8,000
	
	

	Total
	1,30,000
	Total
	1,30,000



Q8.Following is the Profit and Loss Account of Well balanced Limited for the year ended 31st March 2003. You are required to prepare Vertical Income Statement for purpose of analysis.

	Particulars
	Amount
	Particulars
	Amount

	To opening stock
	7,00,000
	By sales
	

	To purchase
	9,00,000
	Cash	5,20,000
	

	To wages
	1,50,000
	Credit	15,00,000
	

	To factory expenses
	3,50,000
	20,20,000
	

	To office salaries
	25,000
	Less : returns	20,000
	20,00,000

	To office rent
	39,000
	By closing stock
	6,00,000

	To postage and telegram
	5,000
	By dividend on investment
	10,000

	To director fees
	6,000
	By profit on sale of furniture
	20,000

	To salesman salaries
	12,000
	
	

	To advertising
	18,000
	
	

	To delivery expenses
	20,000
	
	

	To debenture interest
	20,000
	
	

	To depreciation
	
	
	

	On office furniture
	10,000
	
	

	On plant
	30,000
	
	

	On delivery van
	20,000
	
	

	To loss on sale of van
	5,000
	
	

	To income tax
	1,75,000
	
	

	To net profit
	1,45,000
	
	

	
	
	
	

	total
	26,30,000
	total
	26,30,000



Q9. The following figures relate to the trading activities of Z ltd for the year ended 31st March 2003

	Particulars
	Amount

	Sales
	10,57,000

	Closing stock
	4,60,000

	Purchases
	8,35,000

	Loss on sale of assets
	45,000

	Advertising
	32,700

	Rent
	18,750

	Profit on sale of shares
	25,000

	Provision for taxation
	1,00,000

	Salaries
	35,750

	Salesman’s salaries
	14,250

	Depreciation
	36,000

	Sales return
	57,000

	Depreciation on delivery van
	8,000

	Printing and stationery
	17,500

	Audit fees
	12,000

	Opening stock
	2,25,000

	Dividend received on shares
	15,000


You are required to rearrange above income statement in vertical form.


Combined Questions

Q10. The account of synthetic industries limited submits the following statements for 2016-17.

Trading and profit and loss account for the year ended 31-3-2017
	Particulars
	Rs
	Particulars
	Rs

	To Opening Stock
	25,000
	By Sales
	6,25,000

	To Purchase
	5,00,000
	By Closing Stock
	25,000

	To Gross Profit C/D
	1,25,000
	
	

	
	6,50,000
	
	6,50,000

	To Depreciation On Assets Let Out
	50,000
	By Gross Profit B/D
	1,25,000

	To Other Expenses
	30,000
	By Returns From Assets Let Out
	
80,000

	To Tax
	40,000
	
	

	To Net Profit
	85,000
	
	

	
	
	
	

	Total
	2,05,000
	Total
	2,05,000



Balance sheet as on 31-3-2017
	Liabilities
	Rs
	Assets
	Rs

	
Share Capital
	
2,74,000
	
Cash
	
5,000

	
Sundry Creditor
	
80,000
	
Debtors
	
100,000

	
Bank Overdraft
	
25,000
	
Stock
	
25,000

	Tax Provision	40,000
	
	Let Out Assets Cost	4,00,000
	

	
Less: Tax Paid	(39,000)
	
1,000
	
Less: Depreciation	(1,50,000)
	
250,000

	
Total
	
380,000
	
Total
	
380,000



Rearrange the above in a form suitable for you.


Q11. From the following Trial Balance of Jyoti Ltd as on 31st March 2004 prepare vertical Revenue statement for the year ended 31st March 2004 and Vertical Balance Sheet as on that date after makingthe necessary adjustments


	Particulars
	Rs
	Rs

	Equity shares capital
	
	11,00,000

	Plant and machinery
	12,00,000
	

	Sales
	
	37,00,000

	Purchases
	17,00,000
	

	Sundry debtors
	9,00,000
	

	Sundry creditors
	
	8,50,000

	Wages
	3,50,000
	

	Opening stock
	1,20,000
	

	Salaries
	1,80,000
	

	Advertisement
	75,000
	

	Telephone charges
	35,000
	

	Furniture
	2,00,000
	

	Investment ( Long Term )
	5,00,000
	

	Interest received
	
	40,000

	Loss on sale of furniture
	20,000
	

	Commission
	60,000
	

	Profit / loss
	
	1,20,000

	Interim dividend
	50,000
	

	General reserves
	
	1,00,000

	Cash at bank
	3,20,000
	

	Bills receivable
	2,00,000
	

	
	
	

	
	59,10,000
	59,10,000



Adjustments
1. Stock on 31st March 2004 was valued at Rs 3,00,000.
2. Make provision of Rs 3,00,000 for Income tax.
3. Depreciate Plant and Machinery @ 20% and Furniture @ 10%



Common Size Questions

Q12. Following is balance sheet of M/S Surendra Ltd. as on 31st March 2017.

Balance sheet as on 31st March 2017

	Liabilities
	Rs
	Assets
	Rs

	Equity Share Capital
	2,50,000
	Land And Building
	2,00,000

	10% Preference Share Capital
	1,50,000
	Machinery
	2,50,000

	General Reserve
	2,00,000
	Furniture
	2,00,000

	8% Debentures
	1,50,000
	Investment
	90,000

	Creditors
	1,00,000
	Stock
	35,000

	Bills Payable
	50,000
	Debtors
	50,000

	
	
	Cash
	40,000

	
	
	Bills Receivables
	30,000

	
	
	Preliminary Expenses
	5,000

	Total
	9,00,000
	Total
	9,00,000




Prepare a Common size Vertical Statement.


Q13. From the following Income statement of M/S Anant Traders Prepare a common size revenue Statement in a form suitable for analysis.
Profit and Loss Account for the year ended 31st March 2017

	Particulars
	Rs
	Particulars
	Rs

	To Administrative Expenses
	5,00,000
	By Gross Profit
	16,00,000

	To Selling Expenses
	2,00,000
	By Other Income
	30,000

	To Interest
	90,000
	
	

	To Income Tax
	2,60,000
	
	

	To Net Profit C/D
	5,80,000
	
	

	Total
	16,30,000
	Total
	16,30,000



Cash sales-Rs 12,00,000, credit sales- Rs 48,30,000, Sales return- Rs 30,000. Treat interest as Operating Expenditure.


Q14. From the following information prepare common size income statement and common size Balance sheet.
Balance Sheet as on 31-3-2019
	Liability
	Rs
	Assets
	Rs

	Equity Share Capital
	1,25,000
	Land and Building
	2,50,000

	10% Preference Share Capital
	50,000
	Machinery
	4,00,000

	General Reserve
	2,50,000
	Furniture and Fixture
	1,25,000

	Profit and Loss Account
	25,000
	Stock
	40,000

	14% Debentures
	5,00,000
	Debtors
	2,00,000

	Sundry Creditors
	1,50,000
	Cash on Hand
	15,000

	Bank Overdraft
	75,000
	Preliminary Expenses
	79,500

	Outstanding Expenses
	20,000
	Bank Balance
	35,500

	
	
	Bills Receivables
	50,000

	Total
	11,95,000
	Total
	11,95,000



Profit and Loss Account for the year ended 31-3-2019
	Particulars
	Rs
	Particulars
	Rs

	To opening stock
	35,000
	By sales
	21,00,000

	To purchase
	8,25,000
	By Closing stock
	40,000

	To wages
	4,25,000
	
	

	To custom Duty
	1,70,000
	
	

	To factory Expenses
	2,00,000
	
	

	To Administrative Expenses
	1,80,000
	
	

	To selling expenses
	1,05,000
	
	

	To finance expenses
	25,000
	
	

	To loss on sale of plant
	75,000
	
	

	To net profit
	1,00,000
	
	

	Total
	21,40,000
	Total
	21,40,000



Comparative Questions
Q15. From the following Financial Statements of Vaibhav Ltd. prepare Comparative Financial statements.

	Balance sheet as on 31st March

	Liabilities
	₹(2013)
	₹(2014)
	Assets
	₹(2013)
	₹(2014)

	Equity share capital
	4,00,000
	4,00,000
	Land
	2,00,000
	2,40,000

	12% preference Share Capital
	3,00,000
	3,00,000
	Factory Plant and Building
	6,00,000
	5,40,000

	General Reserve
	2,00,000
	2,45,000
	Stocks
	2,00,000
	3,00,000

	Tax payable
	1,00,000
	1,50,000
	Debtors
	2,00,000
	3,00,000

	Creditors
	2,00,000
	2,75,000
	Cash
	1,00,000
	1,40,000

	17% Debentures
	1,00,000
	1,50,000
	
	
	

	Total
	13,00,000
	15,20,000
	Total
	13,00,000
	15,20,000
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Profit and Loss account for the year ended 31st March


	Particulars
	₹(2013)
	₹(2014)
	
	₹(2013)
	₹(2014)

	
To cost of Goods Sold
	
6,00,000
	
7,00,000
	
By sales
	
8,00,000
	
10,00,000

	To Administrative Expenses
	30,000
	40,000
	
	
	

	To selling Expenses
	20,000
	20,000
	
	
	

	To Net Profit
	1,50,000
	1,90,000
	
	
	

	
Total
	
8,00,000
	
10,00,000
	
total
	
8,00,000
	
10,00,000


Q16. You are furnished with the following revenue statements for the year ended March 31st 2017.

	Particulars
	2014
	2015
	2016
	2017

	Sales
	50,00,000
	60,00,000
	72,00,000
	86,40,000

	Less: Cost Of Ales
	32,00,000
	38,00,000
	46,00,000
	56,00,000

	Gross Margin
	18,00,000
	22,00,000
	26,00,000
	30,40,000

	Management Expense
	3,00,000
	3,50,000
	4,00,000
	4,50,000

	Sales Expense
	5,00,000
	6,00,000
	7,20,000
	8,64,000

	Interest On Borrowing
	3,00,000
	4,00,000
	5,00,000
	6,00,000

	Total Expenses
	11,00,000
	13,50,000
	16,20,000
	19,14,000

	Net Profit Before Depreciation And Taxation
	7,00,000
	8,50,000
	9,80,000
	11,26,000

	Depreciation
	5,00,000
	4,50,000
	6,00,000
	6,50,000

	Profit Before Taxation
	2,00,000
	4,00,000
	3,80,000
	4,76,000

	Income Tax
	80,000
	2,00,000
	1,85,000
	2,40,000

	Profit After Tax
	1,20,000
	2,00,000
	1,95,000
	2,36,000


You are asked to prepare Trend Analysis

Q17. Pass and Fail are Partners of a firm carrying on Business.
i. Their Position a on 31 st March 2012 , 2013 and 2014 are as follows-
	Liabilities
	2014
	2013
	2012
	Assets
	2014
	2013
	2012

	Partner Capital
	4,00,000
	3,40,000
	3,00,000
	Fixed Assets
	4,00,000
	3,60,000
	2,80,000

	General Reserve
	1,00,000
	1,00,000
	1,00,000
	 Current Assets
	
	
	

	Secured Loan
	60,000
	60,000
	50,000
	Stock
	1,60,000
	1,50,000
	1,35,000

	Unsecured Loan
	1,60,000
	1,80,000
	1,40,000
	Debtor
	2,00,000
	1,60,000
	1,40,000

	Sundry Creditors
	1,60,000
	90,000
	45,000
	Loans and Advances
	1,00,000
	80,000
	60,000

	
	
	
	
	Bank Balance
	20,000
	20,000
	20,000

	Total
	8,80,000
	7,70,000
	6,35,000
	Total
	8,80,000
	7,70,000
	6,35,000



ii. Summarised Income Statement for the year ended:
	Particulars
	2014
	2013
	2012

	Income
	
	
	

	Sales
	40,00,000
	36,00,000
	30,00,000

	Less: Cost of Sales
	28,00,000
	24,00,000
	20,00,000

	Gross Profit
	12,00,000
	12,00,000
	10,00,000

	Less: Expenses
	8,00,000
	8,00,000
	7,00,000

	Net Profit
	4,00,000
	4,00,000
	3,00,000





`Module 3 Ratio Analysis
· Meaning of Ratio:
A ratio shows the relationship between two figures.

Ratio analysis the process of computing and presenting the relationship between the items in the financial statements.
· Forms of Ratio
1. Pure ratio :	eg 1:1

2. Percentage:	eg 45%

3. Rate:	eg times
 (
Combined
 
ratio
Revenue
 
statement
 
ratio
Balance
 
sheet
 
ratio
Types
 
of
 
ratio
)

BALANCE SHEET RATIO

1. CURRENT RATIO:

This ratio compares the Current Assets with Current Liability. It is expressed in the form of a PURE ratio.


CURRENT RATIO =	CURRENT ASSETS

CURRENT LIABILITY

· Components:
[image: ]Current Assets includes:
1. Sundry debtors (less Provisions)
2. Loose Tools
3. Income Accrued/ Due
4. Bills Receivables
5. Cash and Bank balance
6. Marketable Investments
7. Closing stock of Ra Materials. Work in Progress, Finished Goods, Stores and spares
8. Short term Loans and Advances given
[image: ]   Current liabilities includes
1. sundry creditors
2. Bills Payables
3. Outstanding Expenses
4. Unpaid Dividend
5. Provision for Taxation
6. Income received in advance
7. Bank overdraft
8. Short term Loans
2:1 is regarded as standard ratio.

2. LIQUID RATIO/QUICK RATIO/ACID TEST RATIO

Liquid ratio compares the quick assets with liabilities.

Liquid Ratio:	Quick Assets

Quick Liabilities

Quick Assets = Current Assets – Closing Stock – Prepaid Expenses Quick Liabilities = Current Liabilities – Bank Overdraft
1:1 is regarded as standard ratio.

· [image: ]Components: Quick Assets :
1. Debtors
2. Loose Tools
3. Income Accrued / Due
4. Bills Receivables
5. Cash and Bank Balance
6. Marketable Investments
[image: ]Quick Liabilities:
1. Creditors
2. Bills Payable
3. Outstanding Expenses
4. Unpaid Dividend
5. Provision For Taxation

3. STOCK TO WORKING CAPITAL RATIO

Shows the relationship between the closing stock and working capital.

Stock to Working Capital Ratio=	Stock	* 100

Working Capital

Standard form differs from company to company.

· Components:
[image: ]Stock = Closing Stock
[image: ]Working Capital = Current Assets – Current Liability


4. PROPRIETORY RATIO
Also known as Net worth to Total Assets Ratio, Equity Ratio, Net Worth Ratio or Asset Backing Ratio. Compares proprietors fund with total Liabilities or Assets.
Proprietory Ratio = Proprietor’s Fund or Shareholder’s Equity * 100

Total Assets or Total Liabilities

65% is considered as standard form.

· Components:
[image: ]Proprietor’s Fund or Shareholder’s Equity will include
1. Paid Up Equity Capital
2. Reserves and Surplus
Less: Accumulated Losses (ie P/L a/c debit balance) Less: Fictitious Assets
3. Paid up Preference share capital

5. DEBT- EQUITY  RATIO:

Compares long term debt with Shareholder’s funds.

	Debt Equity Ratio =
	Debt
	OR
	Borrowed Funds

	
	equity
	
	Proprietor’s Funds



2:1 is considered as Standard Ratio.

· Components:
[image: ]Debt / Borrowed Funds will include
1. Debentures , Loans etc,
2. Interest accrued On such borrowed funds
[image: ]Proprietor’s Fund or Shareholder’s Equity will include
1. Equity Capital
2. Reserves and Surplus
Less: Accumulated Losses (ie P/L a/c debit balance) Less: Fictitious Assets
3. Preference share capital

6. CAPITAL GEARING RATIO:

process of increasing the equity shareholder’s return through the use of Debt.

Capital Gearing Ratio	=	Capital with Fixed rate of return

Capital with Fluctuating rate of return

Standard form differs from company to company.

· Components:
[image: ]Capital with fixed rate of return will include:
1. Preference share capital
2. Debentures, Long term loans ie. Borrowed Funds



[image: ]Capital with Fluctuating rate of return:
1. Equity Capital
2. Reserves and Surplus
Less: Accumulated Losses (ie P/L a/c debit balance) Less: Fictitious Assets

THUS,
CGR	=	PC + BF EF



1. GROSS PROFIT RATIO:

REVENUE STATEMENT RATIO


Compares Gross Profit with Net Sales.

Gross Profit Ratio	=	Gross Profit	* 100

Net Sales

Differs from company to company.

· Components:
[image: ][image: ]Gross Profit (GP) = Sales less Cost of goods Sold Cost Of Goods Sold (COGS)
1. Opening Stock
2. Add: Purchase
3. Add: direct expenses
4. Less: Closing Stock
[image: ]Net Sales
Sales less Allowances – Returns

2. OPERATING RATIO

Explains relationship between operating cost and net sales.

Operating Ratio = Cost of Goods sold + operating Expenses* 100

Net Sales

There is no standard Operating Ratio in absolute terms.

· [image: ]Components: COGS
1. Opening Stock
2. Add: Purchase
3. Add: direct expenses
4. Less: Closing Stock

[image: ]   Operating Expense:
1. Office and administration Expenses
2. Selling and Distribution Expenses
3. Finance Expenses
3. EXPENSES RATIO:

Relationship between each item of expenditure and net sales.

Expense Ratio =	Expenditure	*	100

Net Sales

4. OPERATING PROFIT RATIO:

Relationship between Operating Profit and the Net sales.

Operating Profit Ratio = Operating Profit	*	100

Net Sales

There is no standard Form.

· Components:
1. Gross Profit
Less: Operating Expenses
5. NET PROFIT RATIO

Relationship between net profit and the sales.

Net profit Ratio =	Net Profit (before Tax)	* 100 Net Sales
There is no standard Net profit ratio in absolute terms.

· Components:
[image: ]Net Profit Before Tax:
1. Operating Net Profit Add: NON Operating Income
Less: NON Operating Expenses

6. STOCK TURNOVER RATIO:

Relationship between the cost of goods sold and average stock.

A. Stock turnover Ratio =	Cost of goods sold

Average stock

If tock I valued at sales price,

Stock turnover Ratio	=	Net Sales

Average stock (at selling price) Average stock  = Opening stock + Closing stock

2

B. Stock velocity (stock holding period)

12/365
Stock turnover ratio

There is no standard Net profit ratio in absolute terms.

· Components:
COGS = Sales – Gross Profit



COMPOITE RATIO
1. RETURN ON CAPITAL EMPLOYED:

Measures the relationship between Net Profit (before interest and Tax) and the capital employed to earn it.

Return on capital employed = Profit ( before interest and tax)	* 100

Capital employed

There is no standard Return on capital Employed ratio in absolute terms.

2. RETURN ON PROPRIETOR’ FUND

Measures the relationship between Net profit and the Proprietors’ Capital.

Return on Proprietors Fund= Net Profit ( after Tax) * 100

Proprietor’s Fund

There is no standard Return on Proprietor’s Fund Ratio in absolute term.

3. RETURN ON EQUITY CAPITAL

Measure the relationship Net Profit (after interest, tax and Preference dividend) and the Equity shareholder’s Funds.
Return on equity capital=	Profit Available to Equity Shareholders * 100

Equity Shareholder’s Funds

There is no standard Return on equity capital ratio in absolute terms.

· Components:
1. 	Profit available to Equity Shareholder’s Holders= Profit after interest, Tax and Preference Dividend.
2. Equity shareholders Fund=
Equity share capital
Add: Reserves and surplus Less: Fictitious Assets
Less: Profit and Loss (Dr. Balance)



4. DIVIDEND PAYOUT RATIO

Shows the relationship between the dividend paid to equity shareholders out of the profit available to the equity shareholders.
Dividend payout ratio= Dividend Paid To Equity Shareholders	* 100
Profit Available To Equity Shareholders

There is no standard ratio.

5. DEBT SERVICE RATIO

Shows the relationship net Profit and interest payable on loans. It is expressed as pure number.

Debt Service Ratio= Profit Before Interest And Tax * 100

Interest

There is no standard debt service ratio in absolute terms.

6. DEBT SERVICE COVERAGE RATIO

Relationship between net profits and interest + installments payable on loans.

Debt Service Coverage Ratio= Cash Profit Available For Debt Servicing

Interest + Installment Due On Loan

1.33 is considered to be standard Debt Service Coverage ratio.

· Components:
1. Cash profits available for debt financing are computed as follows:
Net Profit After Interest and Tax

Add: Non cash debit to P/

( Depreciation, Goodwill w/off, Deferred revenue Expenses w/off, Loss on sales of fixed Assets etc) Add: Interest on Loan
2. Interest means interest on long term loans during the year.
3. Installment means installments due on long term loans during the year.

7. DEBTORS TURNOVER

Shows the relationship between net credit sales and average trade debtors. It is expressed as a rate.

a. Debtors Turnover =	Credit Sales
Debtors + Bills Receivables

b. Debtors Velocity ( Debt Collection Period)

Debtors Velocity Ratio =	365/12	* Average Debtor

Credit Sales

There is no standard ratio.

8. CREDITORS TURNOVER RATIO

Shows the relationship between the net credit purchase and the average trade Creditors.

a. Creditors Turnover =	Credit Purchase

Creditors + Bills Payables

b. Creditors Velocity Ratio (Debt Payment Period)

Credit Period Enjoyed=	365 days/12 months * Average Creditors

Credit Purchase

There is no standard ratio.

Question:

TYPE I : BALANCE SHEET SUMS
1. Following is the Balance Sheet of Roland Ltd.

Balance Sheet as on 31st March, 2019

	Liabilities
	Rs.
	Assets
	Rs.

	Equity Share Capital
	1,00,000
	Cash in Hand
	2,000

	6% Preference Share Capital
	1,00,000
	Cash at Bank
	10,000

	7% Debentures
	40,000
	Bills Receivable
	30,000

	8% Public deposits
	20,000
	Debtors
	70,000

	Bank Overdraft
	40,000
	Stock
	40,000

	Creditors
	60,000
	Advances
	20,000

	Unpaid Dividend
	10,000
	Furniture
	30,000

	Outstanding Expenses
	7,000
	Machinery
	1,00,000

	Reserves
	1,50,000
	Land & Building
	2,20,000

	Provision for Tax
	20,000
	Goodwill
	30,000

	Profit & Loss Account
	20,000
	Preliminary Expenses
	10,000

	
	
	Calls in arrears in Equity Shares
	5,000

	
	5,67,000
	
	5,67,000


Convert the above Balance Sheet in vertical form and calculate – i) Current Ratio ii) Quick Ratio iii) Proprietory Ratio iv) Capital Gearing Ratio v) Stock Working Capital Ratio. Give your comments.

2. Following is the Balance sheet of Chhole and Bhature Ltd. as at 31st March 2019.

	Liability
	Rs
	Assets
	Rs

	Equity Share Capital
	1,00,000
	Machinery
	2,96,000

	General Reserve
	70,000
	Investment
	1,12,000

	10% Preference Share Capital
	1,80,000
	Stock in Trade
	1,01,000

	15% Debentures
	1,20,000
	Bills Receivables
	20,000

	Trade Payables
	1,22,000
	Trade Receivables
	49,000

	Bank Overdraft
	20,000
	Cash and Bank
	38,000

	Provision for Tax
	18,000
	Profit and Loss a/c
	14,000

	Total
	6,30,000
	Total
	6,30,000


Sales for the year was Rs. 7,00,000; Gross Profit Rate- 25% and Opening Stock is Rs 1,09,000. Profit Before Tax for the year ending 31-3-2019 is Rs 2,10,000.
You are required to compute the following ratios and comment on current ratio.
1. Current Ratio	5.  Acid Test
2. Stock Turnover Ratio	6. Capital Gearing Ratio
3. Proprietory Ratio	7. Debt Equity Ratio (Debt/ Net worth)
4. Return on Capital Employed
Regarding the given balance sheet in Vertical format is not expected.



3. X Ltd. and Y Ltd. are in the same line of business. Following are their Balance Sheet as on 31st December, 2003:
Balance Sheet as on 31st December, 2003

	Liabilities
	X Ltd.
	Y Ltd.
	Assets
	X Ltd.
	Y Ltd.

	
	Rs.
	Rs.
	
	Rs.
	Rs.

	Equity Share Capital
	7,00,000
	2,00,000
	Land
	1,00,000
	80,000

	Reserve & Surplus
	1,00,000
	1,00,000
	Building
	2,50,000
	2,00,000

	12% Debentures
	2,00,000
	5,00,000
	Plant & Machinery
	5,00,000
	3,00,000

	Creditors
	1,20,000
	70,000
	Debtors
	2,10,000
	1,10,000

	Bills Payable
	40,000
	20,000
	Stock
	1,00,000
	2,00,000

	Proposed Dividend
	20,000
	20,000
	Cash & Bank
	55,000
	40,000

	Provision for Tax
	35,000
	20,000
	
	
	

	Total
	12,15,000
	9,30,000
	Total
	12,15,000
	9,30,000


You are required to rearrange the Balance Sheets (in vertical form) and calculate the following ratios for both the companies and comment thereon (any three)
a) Proprietory ratio, b) Capital-Gearing ratio, c) Current Ratio, d) Stock Working Capital ratio.
.



4. From the following Balance Sheet of Tara Ltd. calculate Long Term Equity, Proprietary, Capital Gearing, Stock Working Capital Ratios.

	Liabilities
	Rs.
	Assets
	Rs.

	Equity Share Capital
	2,00,000
	Land and Building
	1,40,000

	8% Preference Share Capital
	60,000
	Plant & Machinery
	80,000

	Reserve
	30,000
	Furniture & Fixtures
	20,000

	Profit & Loss A/c
	20,000
	Debtors
	80,000

	9% Debentures
	40,000
	Stock
	70,000

	Creditors
	60,000
	Cash in Hand
	30,000

	Outstanding Expenses
	5,000
	Prepaid Expenses
	10,000

	Provision for Taxation
	20,000
	Preliminary Expenses
	20,000

	Proposed Dividend
	15,000
	
	

	
	4,50,000
	
	4,50,000



TYPE II : PROFIT AND LOSS SUMS


5. Following is the Profit and Loss Account of Gaurav Limited for the year ended 31st March, 2003. You are required to prepare Vertical Income statement for the purpose of analysis.
	
Particulars
	Rs.
	
Particulars
	Rs.

	
	(in lakh)
	
	(in lakh)

	To Opening Stock
	700
	By Sales
	

	To Purchase
	900
	Cash	520
	

	To wages
	150
	Credit	1,500
	

	To Factory Expenses
	350
	2,020
	

	To Office Salaries
	25
	Less: Returns & Allowance 20
	2,000

	To Office Rent
	39
	By Closing Stock
	600

	To Postage & Telegram
	5
	By Dividend on Investment
	10

	To Directors Fee
	6
	By Profit on Sale of Furniture
	20

	To Salesman Salaries
	12
	
	

	To Advertising
	18
	
	

	To Delivery Expenses
	20
	
	

	To Debenture Interest
	20
	
	

	To Depreciation:
	
	
	

	- On Office Furniture
	10
	
	

	- On Plant
	30
	
	

	- On Delivery Van
	20
	
	

	To Loss on Sales of Van
	5
	
	

	To Income Tax
	175
	
	

	To Net Profit
	145
	
	

	
	2,630
	
	2,630




From the above Vertical Income Statement Calculate:
i) Gross Profit Ratio
ii) Operating Costs Ratio excluding Finance Expenses
iii) Stock Turnover Ratio.

6. Following is the profit and loss account of RAJMA ltd. for the year ended 31-3-2019.

	Particulars
	Rs
	Particulars
	Rs

	To Opening Stock
	4,00,000
	By Sales
	

	To Purchase
	9,80,000
	Credit	18,00,000
	

	To Wages
	2,90,000
	Cash	7,00,000
	25,00,000

	To Factory Expenses
	1,90,000
	By Closing Stock
	6,00,000

	To Office Salaries
	1,20,000
	By Sale Of Scrap
	10,000

	To General Administrative Expenses
	1,30,000
	By Dividend Received
	1,000

	To Selling Expenses
	1,12,500
	
	

	To Depreciation On Machinery
	2,50,000
	
	

	To Provision For Tax
	1,40,500
	
	

	To Transfer To General Reserve
	2,00,000
	
	

	To Net Profit
	2,98,000
	
	

	Total
	31,11,000
	Total
	31,11,000


You are required to compute the following ratios.
1. Gross profit ratio
2. Stock turnover ratio
3. Administrative expenses ratio
4. Net profit before tax ratio

7. Following is the revenue statement of Advik enterprises.

	Particulars
	Rs
	Particulars
	Rs

	To Opening Stock
	27,150
	By Sales
	2,55,000

	To Purchase
	1,63,575
	By Closing Stock
	42,000

	To Carriage Inward
	4,275
	By Interest Received On Investments
	2,700

	To Office Expenses
	45,000
	
	

	To Sales Expenses
	13,500
	
	

	To Loss On Sale Of Fixed Assets
	1,200
	
	

	To Net Profit C/D
	45,000
	
	

	Total
	2,99,700
	Total
	2,99,700



Calculate the following ratios.

1. Gross profit ratio
2. Operating ratio
3. Stock turnover ratio
4. Office expense ratio
5. Net profit before tax ratio

TYPE III : COMBINE B/S AND P/L SUMS
8. Profit & Loss A/c and Balance Sheet of SIDDHARTH LTD. for the year ended 31st March , 2007:
Trading Profit & Loss Account for the year ended 31st March, 2007

	Particulars
	Rs.
	Particulars
	Rs.

	To Opening Stock
	70,000
	By Sales
	9,00,000

	To Purchases
	5,40,000
	By Closing Stock
	80,000

	To Wages
	2,14,000
	
	

	To Gross Profit b/d
	1,56,000
	
	

	
	9,80,000
	
	9,80,000

	To Salaries
	26,000
	By Gross Profit b/d
	1,56,000

	To Rent
	5,000
	By Interest on Investment
	5,000

	To Miscellaneous Expenses
	15,000
	
	

	To Selling Expenses
	10,000
	
	

	To Depreciation
	30,000
	
	

	To Interest
	5,000
	
	

	To Provision for Tax
	20,000
	
	

	To Net Profit c/d
	50,000
	
	

	
	1,61,000
	
	1,61,000



Balance Sheet as on 31st March, 2007

	Liabilities
	Rs.
	Assets
	Rs.

	Equity Share Capital (Rs. 10)
	1,50,000
	Fixed Assets	1,60,000
	

	8% Preference Share Capital (Rs. 100)
	1,00,000
	Less: Depreciation	(30,000)
	1,30,000

	Reserve & Surplus
	62,000
	Investments
	1,00,000

	10% Debenture
	50,000
	Stock
	80,000

	Bank Loan (Payable after 5 years)
	40,000
	Debtors
	60,000

	Creditors
	60,000
	Bills Receivable
	50,000

	Provision for Tax (C.Y.)
	20,000
	Cash
	85,000

	Bank Overdraft
	20,000
	Preliminary Expenses
	5,000

	Proposed Pref. Dividend
	8,000
	
	

	
	5,10,000
	
	5,10,000


Note: Market value of equity share is Rs. 12 and Dividend paid per Equity share is Rs. 2. Calculate the following ratio:

	a) Acid Test Ratio
	
	b) Capital Gearing Ratio

	c) Operating Ratio
	
	d) Dividend Payout Ratio

	e) Debt Service Ratio
	
	f) Creditors Turnover Ratio

	g) Earning per share
	h) Stock Turnover Ratio
	i) Price Earning Ratio



9. The summarized final accounts of two companies.


	Liabilities
	Alpha Ltd.
	Beta Ltd.
	Assets
	Alpha
ltd.
	Beta Ltd.

	Share capital
	88,000
	88,000
	Fixed Assets
	1,21,000
	96,800

	Reserves
	42,900
	35,200
	Current Assets
	1,25,400
	1,03,400

	8% debentures
	22,000
	22,000
	Less: Current Liabilities
	93,500
	55,000

	
	
	
	working capital
	31,900
	48,400

	Total
	1,52,900
	1,45,200
	Total
	1,52,900
	1,45,200



Revenue Statement for The Year

	Particulars
	Alpha ltd.
	Beta Ltd.

	Sales
	3,30,000
	2,64,000

	Less: cost of sales
	2,37,600
	1,98,000

	Gross Profit
	92,400
	66,000

	Less: Operating expenses
	63,800
	44,000

	Net profit before tax
	28,600
	22,000

	Less: Tax
	12,100
	9,240

	Profit after tax
	16,500
	12,760

	less: dividend
	8,800
	6,600

	Retained earning
	7,700
	6,160





You are required to calculate the following ratio.
1. Proprietory ratio
2. Capital Gearing Ratio
3. Gross profit Ratio
4. Operating ratio
5. Return on capital employed ratio
6. Return on Proprietor’s equity ratio
7. Expenses Ratio
8. Net Profit Ratio

10. Following is the Profit and Loss A/c and Balance Sheet of Adhiraj Ltd: Profit and Loss A/c for the year ended 31st December, 2006

	Particulars
	Rs.
	Particulars
	Rs.

	To Opening Stock
	20,000
	By Sales
	4,50,000

	To Purchases
	2,00,000
	By Closing Stock
	80,000

	To Wages
	50,000
	
	

	To Factory Expenses
	70,000
	
	

	To G.P. c/d
	1,90,000
	
	

	
	5,30,000
	
	5,30,000

	To Administrative Expenses
	60,000
	By Gross Profit b/d
	1,90,000

	To Selling Expenses
	40,000
	By Interest received
	5,000

	To Interest on Loan
	5,000
	
	

	To Debenture Interest
	8,000
	
	

	To Net Profit
	82,000
	
	

	
	1,95,000
	
	1,95,000

	To Tax Provision
	20,000
	By Net Profit
	82,000

	To Proposed Dividend
	20,000
	
	

	To Balance Profit
	42,000
	
	

	
	82,000
	
	82,000


Balance Sheet as on 31st December, 2006

	Liabilities
	Rs.
	Assets
	Rs.

	Equity Share Capital (Rs. 10)
	2,00,000
	Land and Building
	1,75,000

	9% Preference Share Capital
	1,50,000
	Machinery
	1,50,000

	8% Debenture
	1,00,000
	Furniture
	1,00,000

	Reserve
	50,000
	Goodwill
	50,000

	P/L A/c
	30,000
	Patents
	50,000

	Short Term Loan
	1,00,000
	Vehicles
	1,40,000

	(Repaid within one year)
	
	
	

	Bank Overdraft
	75,000
	Investment
	50,000

	Sundry Creditors
	1,40,000
	Stock
	80,000

	Bills Payable
	30,000
	Debtors
	90,000

	Provision for Tax
	20,000
	Bills Receivable
	30,000

	Proposed Dividend
	20,000
	
	

	
	9,15,000
	
	9,15,000


Market Price of equity share is Rs. 7.
Calculate the following ratios:
a) Acid Test Ratio	b) Capital Gearing Ratio	c) Stock Turnover Ratio
d) Debtors Turnover Ratio	e) Creditors Turnover Ratio	f) Return on Capital Employed Ratio
g) Stock Working Capital Ratio	h) Operating Ratio	i) Earning Per Share	j) Price Earning Ratio.

11. Madhav ltd. has the following trading and Profit and loss account for the year ended 31st March 2019 and Balance sheet as at that date.

Trading and Profit and Loss a/c for the year ended 31st march 2019.

	Particulars
	Rs
	Particulars
	Rs

	to opening stock
	3,50,000
	by sales
	

	to purchase (credit)
	16,50,000
	cash	600000
	

	to carriage inward
	5,00,000
	credit	2400000
	30,00,000

	to gross profit c/d
	8,00,000
	by closing stock
	3,00,000

	Total
	33,00,000
	Total
	33,00,000

	to administrative Expenses
	1,92,000
	by gross profit b/d
	8,00,000

	to selling expenses
	50,000
	by other income
	18,000

	to depreciation
	1,00,000
	
	

	to interest
	94,000
	
	

	to income tax
	1,30,000
	
	

	to net profit c/d
	2,52,000
	
	

	Total
	8,18,000
	Total
	8,18,000


Balance sheet as on 31st March 2019

	Liabilities
	Rs
	Assets
	Rs

	Equity share capital (Rs 10)
	7,00,000
	Plant and Machinery 2000000
	

	10% preference share capital
	4,00,000
	less: Depn	500000
	15,00,000

	reserves and surplus
	4,00,000
	Goodwill
	2,80,000

	long term loan
	1,00,000
	Stock
	3,00,000

	Debentures
	6,00,000
	Debtors
	2,00,000

	Creditors
	1,20,000
	Prepaid Expenses
	50,000

	Bills payable
	40,000
	Marketable Securities
	1,50,000

	Accrued expenses
	40,000
	Cash
	50,000

	Provision for tax
	1,30,000
	
	

	Total
	25,30,000
	Total
	25,30,000



	Rs

Reserves at beginning
	Rs

2,93,000
	

	Net Profit during the year
	5,52,000
	5,45,000

	Interim dividend
	
	1,45,000

	Reserves at the end of the year
	
	4,00,000

	Calculate the following ratio:
1.Return on proprietor’s Fund
	
2. Acid Test Ratio
	

	3. Inventory Net Current Assets Ratio 4.Debt Service Ratio
7.Operating Ratio
	4.Capital Gearing Ratio
6. Credit Turn Over Ratio
7. Stock Turnover Ratio
	




Q12. Following is summarized Balance Sheet & Revenue Statement of BMW Ltd. for the year ended 31st March 2014.

	Liabilities
	Amount (₹)
	Assets
	Amount (₹)

	
Share capital
	
80,000
	
Fixed Assets
	
75,000

	Reserves
	20,000
	Current Assets
	1,00,000

	10% Debentures
	25,000
	
	

	Current Liabilities
	50,000
	
	

	Total
	1,75,000
	Total
	1,75,000



Revenue statement for the year ended 31st March 2014:
	Particulars
	Amt (₹)

	Sales
	200000

	Less: Cost of Sales
	110000

	Gross Profit
	90000

	Operating
	

	Expenses
	60000

	Net Profit Before
	

	Tax
	30000

	Less: Tax
	15000

	Profit After Tax
	15000

	Less: Dividend
	8000

	Retained Earning
	7000



You are required to calculate following ratios and comment on:
1. Current Ratio
2. Proprietory Ratio
3. Capital Gearing Ratio
4. Gross Profit Ratio
5. Return on Proprietors Equity Ratio
6. Net Profit Ratio

Q13. Calculate the Ratio of Leopard Ltd. from following information.

	Liability
	₹
	Assets
	₹

	Equity Capital
	24,00,000
	Net Fixed Assets
	12,10,000

	10% Debentures
	4,60,000
	Cash
	4,40,000

	Sundry Creditors
	3,30,000
	Sundry Debtors
	5,50,000

	Bills Payable
	4,40,000
	Stock
	16,50,000

	Other Current Liability
	2,20,000
	
	

	
	
	
	

	Total
	38,50,000
	Total
	38,50,000



Statement of profit for the year ended 31st March 2016
	Particulars
	₹
	₹

	Sales
	
	55,00,000

	Less: Cost of Good sold
	
	

	Material
	20,90,000
	

	Wages
	13,20,000
	

	Factory overheads
	6,49,000
	40,59,000

	Gross Profit
	
	14,41,000

	Less: selling expenses
	5,50,000
	

	Admin Expenses
	6,14,000
	11,64,000

	Earning before interests and taxes
	
	2,77,000

	Less: Interest
	
	46,000

	Earning before Tax
	
	2,31,000

	Less: Tax (50%)
	
	1,15,500

	Earning after Tax
	
	1,15,500



Ratios to be calculated:
1. Current Ratio
2. Liquid Ratio
3. Proprietory Ratio
4. Operating Ratio
5. Stock turnover ratio
6. Capital Gearing Ratio
7. Return on Capital Employed Ratio




[image: ]Meaning

Module 4
Working Capital Management

1. Working Capital is the descriptive of that capital which is not fixed. But, the more common use of working capital is to consider it as the difference between the book value of the current assets and the current liability.
2. It is the capital of a business which is used to meet its day to day requirements.
3. It is that money which keeps rolling in the business.
4. Such working Capital enables us to keep our business running.
5. Mathematically (Theoretically) we can say WC = Current Assets – Current Liabilities


[image: ]Elements/Components of Working Capital
1. Cash & Cash equivalent
2. Creditors/ Account Payable
3. Inventory / Stock in Hand
4. Debtors / Accounts Receivables


[image: ]   Working Capital Management

1. Working Capital Management deals with the analysis of Working Capital requirements.
2. It is a business strategy designed to ensure that a company operates efficiently.
3. It’s main objective is to use the company resources efficiently.
4. Operating Cycle forms the base for understanding Working Capital Management


[image: ]OPERATING CYCLE
· Operating Cycle is the time required for a company’s cash to be converted back to cash.
· There are 2 types of Operating Cycles -
1. Gross Operating Cycle – This is the period required for the whole business activity
2. Net (Cash) Operating Cycle – The period required for the rolling of Cash.
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1. Gross & Net Working Capital
· Gross Working Capital = Total Current Assets
· Net Working Capital = Current Assets – Current Liability

2. Permanent & Temporary Working Capital
· Permanent Working Capital: A concern must have a minimum amount of funds to ensure liquidity & solvency.
· Temporary or Fluctuating Working Capital:
It is the excess amount a business needs over and above its permanent counterpart.


[image: ]Factors Affecting Working Capital

1. Nature of Business
2. Size of Business
3. Seasonal Demand
4. Turnover of Working Capital
5. Credit Terms
6. Growth and Expansion
7. Changes in Prices
8. Operating Efficiency
9. Level of Taxes
10. Dividend Policy

[image: ]   Advantages of Adequate Working Capital

1. Cash Discount
2. Good Credit Rating
3. Business Opportunities
4. Operating Cycle
5. Plant Maintenance
6. Lower Interest
7. Good Return on Investment
8. High Profitability
9. Dividends


[image: ]Problems of Inadequate Working Capital

1. No Cash Discount
2. Bad Credit Rating
3. Losing Business Opportunities
4. Longer Operating Cycle
5. Neglecting Plant Maintenance
6. Higher Interest
7. Low Return on Investment
8. Low Profitability
9. No Dividends.
 (
Operating
 
Cycle
 
of
 
a
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)

EXAMPLE
A manufacturing unit gives you the following flow of events –

	Date
	Activity

	1.1.2019
	Raw material is purchased from the supplier (creditor)

	5.1.2019
	Raw material is put in the process (production)

	11.1.2019
	Payment is made to the supplier (creditor)

	15.1.2019
	Production is completed

	19.1.2019
	The finished product is sold to a customer (debtor) on credit

	26.1.2019
	Money is received from the customer (debtor)



Let’s just rewrite the given information in the form of a “Timeline”


 (
C
01/01
05/01
11/01
15/01
19/01
26/01
R
W
F
D
)

Where,
· R  Raw material storage period (Period in which raw material is bought and stored but not used yet)
· W WIP conversion period (Period required for converting Raw material into a finished good)
· F  Finished goods storage period (Period for which the Finished good is stored until it is sold)
· D  Debtor’s Collection period (Credit period given to the customer to pay)
· C  Creditor’s Collection period (Credit period given by our supplier to pay him his dues)

Solution –

	PARTICULARS
	START DATE
	END DATE
	PERIOD

	Raw material storage period à R
	01.01.19
	05.01.19
	04 days

	WIP conversion period à W
	05.01.19
	15.01.19
	10 days

	Finished Goods storage period à F
	15.01.19
	19.01.19
	04 days

	Debtor’s Collection period à D
	19.01.19
	26.01.19
	07 days

	Creditor’s Collection period à C
	01.01.19
	11.01.19
	10 days



Cost Sheet – Operational

	Particular
	C.P.U (RS.)

	Raw Material
	5

	Labour (Wages)
	3

	Overheads (o/h)
	2

	Total Cost Price
	10

	Add: Profit
	5

	Selling Price
	15



[image: ]Factor Affecting Current Assets

	CURRENT ASSETS
	FACTOR

	Stock – Raw Material
	Raw Material Cost

	Stock – Work in Progress / Process
	RM + ½ (Lab. + OH)

	Stock – Finished Goods
	Total Cost

	Debtors
	Total Cost OR Selling Price

	Advance Payments
	Labour OR Overheads

	Cash and Bank balance
	As per Requirement



[image: ]Factor Affecting Current Liabilities
	CURRENT LIABILITIES
	FACTOR

	Creditors
	Raw Material Cost

	Outstanding Wages
	Labour Cost

	Outstanding Expenses
	Overheads Cost

	Bank Overdraft
	As per Requirement



STATEMENT OF WORKING CAPITAL REQUIREMENT

	PARTICULARS
	CALCULATION
	Rs.

	Raw Material Stock
	Units X Period X RM cost
	XX

	W.I.P. Stock
	Units X Period X [RM Cost + ½(Lab. + OH)]
	XX

	Finished Goods Stock
	Units X Period X Total Cost (RM + Lab. + OH)
	XX

	Debtors
	Units X Period X (Total Cost OR Selling Price)
	XX

	CURRENT ASSETS
	
	XXX

	Creditors
	Units X Period X RM Cost
	XX

	Outstanding Labour Cost
	Units X Period X Labour Cost
	XX

	Outstanding Expenses
	Units X Period X OH Cost
	XX

	Less - CURRENT LIABILITIES
	
	(XXX)

	Add – Margin of Safety
	
	XX

	NET WORKING CAPITAL REQUIRED
	
	XXXX



[image: ]Maximum Permissible Bank Finance

METHOD 1:
Current Assets	XX
Less: Current Liabilities	(XX) Working Capital		XX
25% Own Finance	XX
75% Bank Finance	XX
METHOD 2:
Current Assets	XX
25% of Own Sources	XX
XX
Less: Current Liabilities	(XX) (except Bank Borrowing) Working Capital Gap	XX
Bank Finance Permissible	XX

METHOD 3:
Current Assets	XX
Less: Core Current Assets	(XX) Other Current Assets	XX
25% of Own Finance	(XX) XX
Less: Current Liabilities	(XX)
Bank Finance	XX

Questions:
Q1. From the following information given by M/s Q& co. Pvt. Ltd. prepare an estimate of workind capital for the year ended 31st March 2017.

	Sr. No.
	Particulars

	1
	Estimated level of activity  - 104000 units for the year 52 weeks

	2
	Cost of Raw Materials Per unit - RS 5.

	3
	Cost of labour per unit - 40% of Raw Materials.

	4
	Cost of Overheads per unit- 50% of labour cost.

	5
	Profit per unit is 200% of Overheads.

	6
	Stock of materials - 4 weeks.

	7
	Processing period - 4 weeks.

	8
	Stock of Finished Goods- 4 weeks.

	9
	Credit to the debtors - 6 weeks.

	10
	Credit to the creditors - 4 weeks.

	11
	Time lag in payment of wages - 4 weeks (O/S WAGES)

	12
	Time lag in payment of overheads - 2 weeks. (O/S OVERHEADS)

	13
	Cash & Bank balance required - RS 40000.

	14
	Debtors are calculated on sales basis.

	15
	Purchase against cash - 20%.

	16
	All the activities are spread evenly throughout the year.

	17
	During the processing, labour and overheads accrue evenly.



Q2.
The following information is presented by Data & Sons Ltd. for the year ended 2016-17.


	Estimated yearly production Estimated cost sheet per unit
	30000

	
Raw Material
	Rs
5

	Wages
	3

	Overheads
	2

	Selling Price
	12

	Further Information:
	

	1. The company extends 2 months credit to the customers.
2. The company maintains 1 month stock of raw material.
3. The company maintains 2 months stock of finished goods.
4. The processing period is half month.
5. The company is allowed 1 month credit by supplier.
	



6. Wages & Overheads are paid 1 month in arrears.
7. The cash & Bank balance is expected to be Rs 8125.
8. There is regular Purchase, production & sales cycle.
9. During production process wages & overheads accrue evenly.
10. Debtors are to be calculated on sales price basis.

Prepare an estimate of Working capital.
Q3. From the following figures, prepare an estimate of the working capital. Production	30000 units
Selling Price per unit	Rs 10
Raw Material	60% of selling price
Direct wages	1/6th of Raw material
Overheads	Twice the direct wages
Material in hand	2 months requirement
Production time	1 month
Finished goods	3 months
credit for material	2 months
credit allowed to customers	3 months
Average Cash balance	Rs 40000

Wages & Overheads are paid in the beginning of the next month.
In production all the materials are charged in the initial stage & wages and overheads are accrue evenly.

Q4. Radhika manufacturing limited presents the following information for 2016-17.
Estimated yearly production and sales = 60000 units Estimated cost elements per unit

Raw Material	Rs.5
Wages	Rs. 3
Overheads	Rs. 2
Selling price	Rs. 12

Further information:

1. The company extends 2 months credit to the debtors.
2. The company maintains 1 months stock of Raw material.
3. The company maintains 1 months stock of finished goods.
4. The processing period is 1 month.

5. The company is allowed 2 months credit by supplier.
6. Wages & Overheads are paid 1 months in arrears.
7. The cash and bank balance is expected to be equal to Rs. 25000.
8. There is regular purchase, production and sales cycle.
9. During production process wages and overheads accrue evenly. 10 . Debtors are to be calculated on cost basis.
11. 20% customers pay 1 month in advance.

Prepare statement showing an estimate of working capital.

Q5. Ajeet Ltd. produced and sold 60,000 cellular phones in the year 2016-17 and their cost structure
was as under.

Particulars	Rs. (Per Unit)
Raw Material	120
Labour	90
Manufacturing overheads	80
Administration & selling Overheads	30
Profits	20% of selling price

In the year 2017-18 they plan to produce and sale 72,000 phones and they estimated that:
I. Raw material cost per unit will reduce to Rs 100 and all overheads will increase by 10%.
II. Selling price will remain unchanged.

It is further informed that:
1. Raw material will be in stock on an average equal to one months consumption.
2. Processing time required is 1/4 month.
3. Finished Goods in stock- 1/2 month
4. Credit allowed by supplier 1 month.
5. Credit allowed to customer - 1/2 month.
6. Time lag in payment of wages and both the overheads - 1 month.
7. Cash balance required for smooth operation is expected to be Rs. 75000.
8. Production & sales are carried on evenly throughout the year.
9. Provide margine of safety of 10%.
10. Debtor are to be calculated at selling Price.
11. 40% of purchase & 60% of sales are against cash.

You are required to prepare a statement showing working capital requirement for year2017-18.

Q6. Prajisha ltd. manufactures and sales 240000 units of product on a year. The selling price of a product is Rs 50 and its analysis is

	Raw Material
	40%

	Direct Labour
	20%

	Other Direct cost
	10%

	Generai Overheads
	10%

	Selling & Distribution

The following estmates for the year 2018 are given for your consideration :
	10%



1. Raw material remains in srock for 1 month.
2. Supplier for Raw Material allows 2 months credit .
3. The work In Progessis to be valued at 80% of the total direct costs and & 1 months production.
4. Finished goods equal to 1/2 monthe requirements in stock.
5. Customers are allowed 2 months credit.
6. Time lag in payment of wages is 1 month.
7. Both the overheads are paid in 1 month advance .
8. Of the total sales 40% Is on credit
9. Cash for contingencies id maintained at 10% of net working capital (excluding cash).
10. Sundry debtors are to be valued at selling price.
11. All the activities of production and sales accrue evenly throughout the year.

Calculated estimated working capital requirement of Prajisha Ltd. for the year 2018.


Q7. From the following estimates and information relating to Nirmala Products Pvt. Ltd. calculate working capital requirement for the year 2016-17.

1 Expected level of production & sale of the year - 180000 units.
2 Cost per unit - Raw materials Rs 9, Direct labour Rs 4, Overheads Rs 6.
3 Selling price per unit is Rs 22.
4 Raw material in stock on an average for 30 days.
5 Materials are in process on an average for 15 days.
6 Finished goods in stock on an average for 30 days.
7 credit allowed by supplier is 30 days.
8 Time lag in payment of customers is 60 days.
9 Time lag in payment of labour is 15 days.
10 Time lag in payment of overheads is 30 days.
11 All the sales are on credit except 10% sales which are on cash basis.
12 Cash & bank balance is expected to be 67000.
13 The production & sales are evenly spread throughout the year .
14 Labour & Overheads accrue evenly during processing period.

15 Company works 360 days during an accounting year.
16 Estimated debtors on cost basis.

Q8. A Ltd. Manufactured and sold 30,000 machines in the year 2018 at 100% capacity. Following information is available for the same year.



	Materials Sales
	Rs.
	7,50,00,000
	Labour
	Gross
	Rs. 3,00,00,000

	
	Rs.
	15,00,00,000
	Profit
	
	205 on Sales



Due to slow down in economy the company has decided to reduce its production to 50% of its capacity during the year 2019.
It is estimated that.
a) Price of Raw material will be reduced by 10% per unit.
b) Wages will be reduced by 20% per unit.
c) Overheads will be increased by 10% per unit.
d) Selling price per unit to be estimated to maintain profit on sales at 20%. Additional information for the year 2019.
i. Raw material will remain in stock for one month.
ii. Finished goods will remain in wear house for 2 months.
iii. Customers (at selling price) will enjoy one month credit.
iv. Suppliers will allow 2 months credit.
v. Time Lag in payment of wages and overheads will be 1 month.
vi. Processing period one month.
vii. Cash and bank balance should be Rs. 30,00,000.
You are required to forecast working capital requirement for the year 2019. Find out MPBF under I and II method.

Q9. Modern Carry On Ltd., manufactured and sold 1,200 T.V. sets in the year 2018. The production cost er unit was as under:
	
	Rs.

	Materials
	5,000

	Labour
	2,000

	Overheads
	1,000

	Total Cost
	8,000

	Profit
	2,000

	Selling Price
	10,000



For the year 2019, it is estimated that –
i. The output and sales will be 1,800 T.V. sets.
ii. Price of materials will rise by 20%.
iii. Wages rate will rise by 25%.
iv. Overheads will increased by 50%.
v. Selling price per unit will be Rs. 12,000.

It is also estimated that –

A. Raw Materials remain in stock for half month before issue to production.
B. Finished Goods will remain in go down for one month before sale.
C. All sales will be on credit and credit allowed to customers will be follows:
a. Acceptance of Bills of Exchange for three months against 60% of Sales.
b. 40% of Sales one month credit.
D. 60% of Raw Materials requirements will be obtained from the suppliers from Japan by making three months advance payments.
E. Wages and Overheads are paid one months in Arrears.
F. Materials will be in process (valued at cost of Raw Material plus 50% of Labour and Overheads) on an average for half month.
G. Cash on Hand and with bank should always be Rs. 50,000/-: care current assets Rs. 25,00,000. You are required to Forecast working Capital Requirements of the company.

Q10. You are required to prepare a statement showing the working capital required to finance the level of activity of 12,000 Units per year from the following information:
1. Raw materials are in stock on an average for 2 months.
2. Materials are in process on an average for half a month.
3. Finished goods are in stock on an average for one month.
4. Credit allowed by the suppliers is 1 ½ months of purchase of raw materials and credit allowed to the customers is 2 ½ months.
5. Lag in payment of wages and overheads are one month.
6. Cash and Bank balance is expected to be 10% of Net Working Capital before considering the Cash and Bank balance.
7. Activities are spread evenly throughout the year. Cost per unit:
	Raw material
	10

	Wages
	5

	Total Cost
	30


Profit is 20% on selling price.
8. Core current assets Rs. 50,000. Find out MPBF under all the methods.

Q11. The Board of Directors of Century Ltd. requests you to prepare a statement showing the requirements of working capital for a forecast level of activity of 52,000 units in the ensuring year (52 weeks) from the following information made available:


	
	Cost Per Unit

	Raw Material
	400

	Direct Labour
	150

	Overheads Manufacturing
	200

	Overheads selling and Distribution
	100

	
	850



Additional information:


	a) Selling Price
b) Raw Material in Stock
	Rs. 1,000 per unit Average
4 weeks

	c) Work-in-Progress
	Average 4 weeks

	d) Finished Goods in Stock
	Average 4 weeks

	e) Credit Allowed to Debtors
f) Credit allowed by Suppliers
	Average 8 weeks
Average 4 weeks

	g) Cash at Bank is expected to be Rs. 50,000.
	

	h) All sales are on credit basis.
	

	i) All the activities are evenly spread out during the year.
j) Debtors are to be valued at sales.
	

	k) Care current assets Rs. 4,00,000.
	






IV CAPITAL BUDGETING
Capital Budgeting: Capital budgeting is the process of making investment decision in long-term assets or courses of action. Capital expenditure incurred today is expected to bring its benefits over a period of time. These expenditures are related to the acquisition & improvement of fixes assets.

Capital budgeting is the planning of expenditure and the benefit, which spread over a number of years. It is the process of deciding whether or not to invest in a particular project, as the investment possibilities may not be rewarding. The manager has to choose a project, which gives a rate of return, which is more than the cost of financing the project. For this the manager has to evaluate the worth of the projects in-terms of cost and benefits. The benefits are the expected cash inflows from the project, which are discounted against a standard, generally the cost of capital.

Capital budgeting Techniques:

The capital budgeting appraisal methods are techniques of evaluation of investment proposal will help the company to decide upon the desirability of an investment proposal depending upon their; relative income generating capacity and rank them in order of their desirability. These methods provide the company a set of norms on the basis of which either it has to accept or reject the investment proposal. The most widely accepted techniques used in estimating the cost-returns of investment projects can be grouped under two categories.
1. Traditional methods
2. Discounted Cash flow methods
1. Traditional methods

These methods are based on the principles to determine the desirability of an investment project on the basis of its useful life and expected returns. These methods depend upon the accounting information available from the books of accounts of the company. These will not take into account the concept of ‘time value of money’, which is a significant factor to determine the desirability of a project in terms of present value.



A. Pay-back period method: It is the most popular and widely recognized traditional method of evaluating the investment proposals. It can be defined, as ‘the number of years required to recover the original cash out lay invested in a project’.

According to Weston & Brigham, “The pay back period is the number of years it takes the firm to recover its original investment by net returns before depreciation, but after taxes”.


According to James. C. Vanhorne, “The payback period is the number of years required to recover initial cash investment.
					
				Cash Outlay
   Payback period =

 Annual Cash Inflow 


Merits:

1. It is one of the earliest methods of evaluating the investment projects.

2. It is simple to understand and to compute.

1. It dose not involve any cost for computation of the payback period
2. It is one of the widely used methods in small scale industry sector
3. It can be computed on the basis of accounting information available from the books.


Demerits

1. This method fails to take into account the cash flows received by the company after the pay back period.
2. It doesn’t take into account the interest factor involved in an investment outlay.
3. It doesn’t take into account the interest factor involved in an investment outlay.
4. It is not consistent with the objective of maximizing the market value of the company’s share.
5. It fails to consider the pattern of cash inflows i. e., the magnitude and timing of cash in flows.



B. Accounting (or) Average rate of return method (ARR):

It is an accounting method, which uses the accounting information repeated by the financial statements to measure the probability of an investment proposal. It can be determine by dividing the average income after taxes by the average investment i.e., the average book value after depreciation.

According to ‘Soloman’, accounting rate of return on an investment can be calculated as the ratio of accounting net income to the initial investment, i.e.,


 	Average net income after taxes		100ARR=	×


				Average Investment


Average income after taxes= 	Total income after taxes

					No. of years

Average investment = total investment	

					2


On the basis of this method, the company can select all those projects who’s ARR is higher than the minimum rate established by the company. It can reject the projects with an ARR lower than the expected rate of return. This method can also help the management to rank the proposal on the basis of ARR. A highest rank will be given to a project with highest ARR, where as a lowest rank to a project with lowest ARR.

Merits

1. It is very simple to understand and calculate.
2. It can be readily computed with the help of the available accounting data.
3. It uses the entire stream of earning to calculate the ARR.

Demerits:

1. It is not based on cash flows generated by a project.
2. This method does not consider the objective of wealth maximization
3. IT ignores the length of the projects useful life.
4. It does not take into account the fact that the profits can be re-invested.

II: Discounted cash flow methods:

The traditional method does not take into consideration the time value of money. They give equal weight age to the present and future flow of incomes. The DCF methods are based on the concept that a rupee earned today is more worth than a rupee earned tomorrow. These methods take into consideration the profitability and also time value of money.

A. Net present value method (NPV)


The NPV takes into consideration the time value of money. The cash flows of different years and valued differently and made comparable in terms of present values for this the net cash inflows of various period are discounted using required rate of return which is predetermined.

According to Ezra Solomon, “It is a present value of future returns, discounted at the required rate of return minus the present value of the cost of the investment.”
NPV is the difference between the present value of cash inflows of a project and the initial cost of the project.
According the NPV technique, only one project will be selected whose NPV is positive or above zero. If a project(s) NPV is less than ‘Zero’. It gives negative NPV hence. It must be rejected. If there are more than one project with positive NPV’s the project is selected whose NPV is the highest.

The formula for NPV is




NPV= Present value of cash inflows – investment.






Merits:

1. It recognizes the time value of money.
2. It is based on the entire cash flows generated during the useful life of the asset
3. It is consistent with the objective of maximization of wealth of the owners.
4. The ranking of projects is independent of the discount rate used for determining the present value.

Demerits:
1. It is different to understand and use.
2. The NPV is calculated by using the cost of capital as a discount rate. But the concept of cost of capital. If self is difficult to understood and determine.



investment.
3. 
It does not give solutions when the comparable projects are involved in different amounts of

4. It does not give correct answer to a question whether alternative projects or limited funds are

available with unequal lines.

3. It may not give unique answer in all situations.


C. Probability Index Method (PI)
The method is also called benefit cost ration. This method is obtained cloth a slight modification of the NPV method. In case of NPV the present value of cash out flows are profitability index (PI), the present value of cash inflows are divide by the present value of cash out flows, while NPV is a absolute measure, the PI is a relative measure.

It the PI is more than one (>1), the proposal is accepted else rejected. If there are more than one investment proposal with the more than one PI the one with the highest PI will be selected. This method is more useful incase of projects with different cash outlays cash outlays and hence is superior to the NPV method.

The formula for PI is





Present value of future cash inflow Probability Index =

				investment

Merits:

1. It requires less computational work then IRR method
2. It helps to accept / reject investment proposal on the basis of value of the index.
3. It is useful to rank the proposals on the basis of the highest/lowest value of the index.
4. It is useful to tank the proposals on the basis of the highest/lowest value of the index.
5. It takes into consideration the entire stream of cash flows generated during the useful life of the
asset.


Demerits:

1. It is some what difficult to understand
2. Some people may feel no limitation for index number due to several limitation involved in their competitions
3. It is very difficult to understand the analytical part of the decision on the basis of probability index.

Capital employed= outsiders funds + share holders funds = debt + equity. The ideal ratio is 0.6.7 :1 or 2:3

Q1. Mimosa co ltd. Has invested   in a machine at a cost of Rs 9,00,000. Following details are estimated 
	Retrenchment in staff 
	4 staff @salary of Rs 20,000

	Additional staff required 
	1 staff @salary of Rs 40,000

	Saving in wastages
	Rs 40,000

	Savings in maintenance
	Rs 10,000

	Additional electricity bill
	Rs 15,000


Calculate payback period. Ignore taxation and depreciation.
Q2. Calculate payback period from the following information of safer ltd.
Investment         Rs. 1 lakh
Estimated life    10years.
Tax rates             50%
	Year
	Profit before depn(Rs)
	Depn (Rs)
	Profit after depn(Rs)
	Tax @ 50%

	1
	40,000
	10,000
	30,000
	15,000

	2
	60,000
	10,000
	50,000
	25,000

	3
	50,000
	10,000
	40,000
	20,000

	4
	50,000
	10,000
	40,000
	20,000



Q3. If the net cash outlay of an investment project is Rs. 30,000and the annual cash inflow of 5years are Rs 9,000 ,           Rs 12,000 ,Rs 8000 ,Rs4000 ,Rs 5000 respectively. Calculate the payback period for victor ltd.

Q4. Excel trading co ltd is considering the purchase of new machine for the immediate expansion programme. There are 3 types of machines in the market for this purpose. Their details are as follows.
	particulars
	Machine A
	Machine B
	Machine C

	Cost of machine
	17,500
	12,500
	9,000

	Estimated savings in scrap per year
	400
	750
	250

	Estimated savings indirect wages per year
	2,750
	6,000
	2,250

	Additional cost of indirect material per year
	-
	400
	-

	Expected savings in indirect material per year
	100
	-
	250

	Additional cost of maintenance per year
	750
	550
	500

	Additional cost of supervision
	-
	800
	-

	Estimated life of machine
	10
	6
	5


You are required to advise the management which type of machine should be purchased on the basis of payback period?
Q5. Jugnu co ltd is proposing to expand its production. It can go for a standard machine costing Rs 50,000 or an assembled machine costing Rs 50,000. The life of both these machine is 5 years. The annual sales and costs are as below:
	ParticulaRs
	Standard (Rs)
	Assembled (Rs)

	Sales
	50,000
	50,000

	Materials
	15,000
	15,000

	Labour
	7,000
	6,000

	Variable overheads
	7,000
	6,000


Compute the comparative profitability of the proposals under the payback period. Also calculate the payback profitability. Ignore taxation and depreciation.
Q6. Alpha ltd is producing articles mostly on hand labour and is considering to replace it by a new machine. There are 2 alternative models P and Q of the new machine. Prepare a statement of profitability showing the payback period from the following information:
	Particulars
	Machine P
	Machine Q

	Life of machine
	4 years
	5 years

	
	RS.
	RS

	Cost of machine
	9,000
	18,000

	Estimated savings in scrap
	500
	800

	Estimated savings in direct wages
	6,000
	8,000

	Additional cost of maintenance
	800
	1,000

	Additional cost of supervision
	1,200
	1,800


Ignore taxation and depreciation. Also calculate payback profitability.

Q7. From the following details of omega ltd calculate payback period and payback profitability.
	Particulars
	Rs.

	Sales
	8,000

	Variable cost
	3,000

	Fixed cost(excluding depreciation)
	2,000

	Investment
	10,000


 Life 10 years. Tax @ 50%.

Q8. Charlie co ltd wishes to buy a machine costing Rs 2,00,000. The life if this machine is 10years and its scrap value would be Rs 5,000.
The following details are provided
	Average annual NPBT
	Rs. 20,000

	Tax rate
	35%

	Depreciation(already charged)
	SLM basis


Calculate:
1. Payback period
2. Payback profitability
3. ARR (accounting rate of return)

Q9. The directors of delta India ltd are considering the purchase if machine to replace a purchase of machine which has been in operation for last five years. The details relating to the available alternative machines are as follows.
	Particulars
	Old machine
	New machine

	Purchase price 
	2,00,000
	3,00,000

	Power per year
	10,000
	22,500

	Consumable stores per year
	30,000
	37,500

	Other charges per year
	40,000
	45,000

	Wages per running hour
	15
	26.25

	Selling price per unit
	6.25
	6.25

	Material cost per unit
	2.50
	2.50

	Estimated life of machine
	10years
	10 years

	Machine running hours per year
	2,000 hrs
	2,000 hRs

	Unit of output per year
	24 units
	36 units


 Tax at 40% of net profit.
 Assuming that above sales and cost of sales hold the good for entire economic life of the machine, suggest which of the 2 alternatives should be preferred. Using average rate of return. Depreciation has to be charged according to straight line method.

Q10. Determine the (a) payback period (b) A.R.R. from the following information of proposed project.
	Particulars
	Rs.

	Cost
	5,20,000

	Annual profits after tax and depreciation
	

	Year1
	30,000

	        2
	50,000

	        3
	70,000

	        4
	90,000

	       5
	1,10,000                        total 3,50,000


Estimated life                    5 years
Estimated scrap value     Rs. 20,000

Q11. A plant is offered for Rs 1,00,000. Its estimated life is 20 years. During that period it is estimated that net cash flow of the plant will be at the rate of 10,000 p.a. and the rate of interest to be taken is 8%. Is it worthwhile to accept the offer?

Q12. A company is considering a project with an initial outlay of Rs. 60,000 comprising of machinery worth Rs50,000 and balance towards working capital exclusively for this project Rs 10,000. The entire amt can be borrowed at a rate of12% p.a. The machinery can be used for 5 years at the end of which there is no salvage value. It can be assumed that machinery is depreciated on SLM basis for tax purpose, the tax rate being 30%.
              Evaluate whether the project is viable under NPV method. Also calculate the payback period for the project given the following annual sales and expenses.
Annual sales (Rs)                                      100,000
Expenses excluding depreciation(Rs)   30,000 
 Briefly note your reservation  to the decision.

Q13. Gati co ltd is considering the following 3 investment proposals requiring a net cash outlay of Rs 1,20,000; Rs 1,70,000; Rs 2,40,000 respectively. The after cash inflows are tabulated below.
       Rank these projects in order of profitability according to profitability index method. Assume that the cost of capital is 15%.
	year
	After tax cash inflow
	Pv of re 1 at 15% discounting factor

	
	Project x
	Project y
	Project z
	

	
	Rs
	Rs
	Rs
	

	1
	10,000
	50,000
	90,000
	0.870

	2
	30,000
	65,000
	1,20,000
	0.756

	3
	45,000
	85,000
	70,000
	0.658

	4
	65,000
	50,000
	50,000
	0.572

	5
	45,000
	35,000
	20,000
	0.497




Q14. The cash flow streams for 2 alternative investments tata and bata are:
	Year
	Tata (Rs)
	Bata(Rs)

	0
	(2,00,000)
	(2,10,000)

	1
	50,000
	80,000

	2
	80,000
	60,000

	3
	1,00,000
	80,000

	4
	80,000
	60,000

	5
	60,000
	80,000


Calculate the (1) payback period , (2) net present value using 11% discount rate and (3) benefit cost ratio using 11% discount rate for the 2 alternatives. Which would you choose? Why?

Q15. Speedage co ltd is considering a project which cost Rs 5,00,000. The estimated salvage value is 0. Tax rate is 55%. The company uses SLM depreciation and the proposed project has the cash inflow before depreciation and tax(CFBDT) as follows:
	Year end
	Cash inflows (Rs)

	1
	1,50,000

	2
	2,50,000

	3
	2,50,000

	4
	2,00,000

	5
	1,50,000



  If the cost of capital is 12% , would you recommend the acceptance of the project under internal rate of return method?

Q16. Chingari ltd is currently under examination of a project which yield the following returns over a period of time:
	Year end
	Gross yield (Rs)

	1
	8,000

	2
	8,000

	3
	9,000

	4
	9,000

	5
	7,500


 The cost of machinery to be installed works out of Rs 20,000 and the machine is to be depreciated at 20% on WDV basis. Income tax rate is 50%. If the average cost of raising capital is 18%, would you recommend accepting the project under IRR method.

Q17. Calculate the IRR for the following projects and decide which is the most profitable project.
	ParticulaRs
	Cash inflows(CFAT)

	
	Project X (Rs)
	Project Y (Rs)
	Project Z(Rs)

	Initial cost
	6,00,000
	6,60,000
	7,20,000

	End of year
	
	
	

	1
	30,000
	3,60,000
	1,20,000

	2
	1,20,000
	2,40,000
	1,80,000

	3
	1,80,000
	-
	1,20,000

	4
	2,40,000
	-
	3,00,000

	5
	3,00,000
	1,80,000
	1,20,000

	6
	(60,000)
	1,20,000
	60,000

	Total
	8,10,000
	9,00,000
	9,00,000



Q18. A company is considering 2 mutually exclusive projects. The finance director consideRs that the project with higher NPV should be chosen; where as the managing director thinks that 1 with higher rate of return should be considered. Both the projects have got an useful life of 5 years and the cost of capital is 10%. The initial outlay is Rs 2,00,000.
                                  The future cash inflow from project x and y are as under 
	year
	Project X
	Project Y
	Pv factor @10%
	Pv factor @ 20%

	1
	35,000
	1,18,000
	0.91
	0.83

	2
	80,000
	60,000
	0.83
	0.69

	3
	90,000
	40,000
	0.75
	0.58

	4
	75,000
	14,000
	0.68
	0.48

	5
	20,000
	13,000
	0.62
	0.41



You are required to evaluate the projects and explain the inconsistency, if any in ranking of the project.       

Q19. A company can make either of two investment at period. Assuming a required rate of return 10%, determine for each project:
1. The payback period
2. The discounted payback period
3. The profitability index 
4. The internal rate of return
You may assume straight line depreciation.
	
	P
	Q

	Cost of investment(Rs)
	2,00,000
	

	Expected life (no salvage value)
	5years
	

	Projected net income(after depn,int and taxes)
	
	

	Year 1
	10,000
	24,000

	2
	10,000
	24,000

	3
	20,000
	24,000

	4
	20,000
	24,000

	5
	20,000
	24,000



Q20. Carvan corporation is venturing a new project. Initial investment for the project is Rs 20lakhs. The rate of depn 25% on WDV basis. The rate of discount is 10%, tax rate is 40%. Calculate:
1. ARR
2. Discounted payback period
3. Discounted payback profitability
	Year
	2005
	2006
	2007
	2008
	2009

	Earning before tax( Rs in lakhs) 
	2
	5
	7
	9
	2





Q21. The details of capital investment project are given below:
	Initial investment for plant and machinery
	Rs 100 lakh

	Additional investment
	Rs 40 lakh

	Sales(unit) per year for year 1 to 5
	1 lakh

	Selling price per unit
	Rs 120

	Variable cost per unit
	Rs 60

	Fixed overheads (excluding depn) per year for yeaRs 1 to 5
	Rs 15 lakhs

	Rate of depn on plant and machinery 25% on WDV method
	

	Salvage value of plant and machinery= WDV at the end of year 5
	

	Applicable tax rate 
	40%

	Time horizon
	5 yeaRs

	Post tax cut off rate
	12%


Calculate NPV and discounted payback period
	Disc factor
	0
	1
	2
	3
	4
	5
	6
	7

	12%
	1
	0.8929
	0.7972
	0.7118
	0.6355
	0.5674
	0.5066
	0.4523

	25%
	1
	0.8000
	0.6400
	0.5120
	0.4096
	0.3277
	0.2621
	0.2097

	40%
	1
	0.7143
	0.5102
	0.3644
	0.2603
	0.1859
	0.1328
	0.0949



Q22. TVS is considering a purchase of a machine. X and Y are the 2 machines available. From the following information, suggest which of the two is recommended under:
(a) ARR     (b)Profitability index methods
	
	Machine X (Rs)
	Machine Y (Rs)

	Cost
	4,00,000
	5,60,000

	Life
	5 years
	7 years

	Profit after tax
	
	

	Year   1
	12,000
	10,000

	2
	12,000
	40,000

	3
	42,000
	40,000

	4
	24,000
	20,000

	5
	12,000
	10,000

	6
	-
	10,000

	7
	-
	10,000


 
1. Profit is calculated after calculating straight line depn and tax.
2. The cost of capital is 10%.
3. The PVF at 10% for yeaRs ending 1,2,3,4,5,6 and 7 are 0.909, 0.826, 0.751, 0.683, 0.621, 0.564 and 0.513 respectively.
4. Depn for both machines X and Y are Rs 80,000 per annum respectively .





Q23. A choice is to be made between two competing projects which require an equal investment of Rs 50,000 and are expected to generate net cash flow as under:
	ParticulaRs
	Project 1
	Project 2

	End of year 1
	Rs 25,000
	Rs 10,000

	End of year 2
	Rs  15,000
	Rs 12,000

	End of year 3
	Rs 10,000
	Rs 18,000

	End of year 4
	-
	Rs 25,000

	End of year 5
	Rs 12,000
	Rs 8,000

	End of year 6
	Rs 6,000
	Rs 4,000

	Tax rate
	50%
	40%


Calculate:
(a) Payback period 
(b) Average ratio of return
(c) Pay back profitability

Q24. M/S  onward technology has short listed 2 projects A and B for final consideration. It wants to take up only 1 project of the 2 and not both. The investment required for project is Rs 190 lakhs while that for project B Rs 400 lakhs. The other details related to project A and B are given below:
Project A
	year
	depn
	Profit before tax
	Profit after tax

	1
	24
	78
	56

	2
	20
	82
	60

	3
	16
	100
	74


 Project B
	year
	depn
	Profit before tax
	Profit after tax

	1
	78
	104
	82

	2
	64
	118
	92

	3
	54
	260
	186


The cost of capital of company is 14% and the PV of Re. 1 at the end of 1,2 and 3 year @ 14% rate is 0.8772, 0.7695, and 0.6750 respectively. Using net present value method which project would you recommend. What will be you answer under payback period method.

Q25. The company has short listed the following 3 machines for its expansion programme.
	ParticulaRs
	Machine 1
	Machine 2
	Machine 3 

	Initial cost
	Rs 1,85,000
	Rs 1,76,000
	Rs 2,25,000

	Estimated life in yeaRs
	8 yeaRs
	12 yeaRs
	10 yeaRs 

	Scrap value at the end of the life
	Rs 5,000
	Rs 8,000
	Rs 15,000

	Yearly profit before tax and depn
	Rs 45,000
	Rs 40,000
	Rs 55,000



You may assume that the company follows SLM method for depn. The income tax rate may be assume at 30%.
You are required to prepare a comparative statement of :
1. Payback period 
2. Surplus life profitability
3. Payback profitability index
You are also require to prepare a score sheet to select any one of the above machine.
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Dept. of Accountancy, TCSC
   83 

image1.png




image2.png




image3.png




image4.png




image5.png




image6.png




image7.png




image8.png




image9.png




image10.png




image11.png




image12.png




image13.png




image14.png




image15.png




image16.jpeg
e[:e

Manufacturer or
Product Provider

-

&

Service Provider




image17.png




